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On the Margin of Accountancy 
By J. A. L. Gunn, F.1.c.A, 


(The Third Commonwealth Institute of Accountants Research Lecture, 
delivered in the University of Melbourne, 1942) 


In the life history of a business the profit is the difference between 
the total receipts (excluding the capital contributed at the outset or 
subsequently) and the total expenditure. For various purposes, how- 
ever, it is necessary to break down the life history of the business into 
arbitrary accounting periods, and the accounting process is one of 
estimating as accurately as possible how much profit has been earned 
in each of those arbitrary periods. 

The crudest method of making the estimate of profit is to value the 
net assets at the beginning and end of the arbitrary period, and to add 
to or subtract from the result moneys withdrawn or introduced during 
the period by the owner of the business. The defect of this method is 
that it involves an opinion of the value of the assets at the beginning 
and end of the period. It is submitted that the true function of the 
accountant is not to make appraisals of value, but to keep records of 
costs and receipts and, in relation to an arbitrary period, to match the 
expenditure against the receipts of that period. 

All expenditure of a business creates an asset. Sometimes the asset 
is of an ephemeral character. For example, the purchase of a postage 
stamp for 24d. creates an asset just as does the purchase of a machine 
for £1,000. In the case of the postage stamp, the asset is used up 
almost as soon as it is bought. In the case of the machine, years may 
elapse before its use is ended. But there is no essential difference 
between the two outlays—both are income producing. So, also, we may 
liken the cost of a building and the purchase of the services of a casual 
labourer for a day. The difference in all cases is one of time only, the 
length of the period during which the asset will be used up in the 
production of income. 

The cardinal problem of accounting is to determine how much of 
each asset has been used up within an accounting period, or, as has 
already been said, to match the cost of producing income against the 
income produced. In the case of the assets of an ephemeral character, 
the process is short-circuited by describing these, not as assets, but as 
costs or expenditure, i.e. they are written off at the moment of purchase. 
In the case of the longer lived assets, the proportion of original cost is 
written off during several succeeding accounting periods. This is the 
accounting problem of depreciation in relation to so-called fixed assets. 

Accounting records and statements are historical in character. They 
simply record things which have happened. Expenditure incurred for 
the purpose of a business has created an asset, and that asset has been 
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wholly or partly used up in the production of income. To the extent 
that it is not so consumed, it appears as an “asset” in the balance sheet 
at the end of that period. 

If the above statements be true, it follows that the only proper basis 
for the valuation for balance sheet purposes of this class of assets is 
cost. To emphasise the point, forgive me if I repeat that unrecouped 
expenditure which is carried forward as a charge against future income 
must logically be shown in the balance sheet at the amount of such 
unused cost. 

Two of the most important reasons for breaking down the life history 
of a business into arbitrary accounting periods are :— 

(a) to make periodical distributions of profit to the owners of the 

business ; 

(b) to pay to the Crown its share of the profits. 


It is my particular purpose to-night to discuss the second of these 
reasons. 

Income tax is levied upon persons resident in Australia or who derive 
income in Australia, whether the person be an individual or an artificial 
but legal entity—a corporation. The tax is levied in respect of the 
annual taxable income of that person, and for this purpose he or it is 
required to prepare a statement of the gross or assessable annual income 
and the allowable deductions from that income. Certain principles have 
been laid down and certain rules have been made for determining the 
assessable income and allowable deductions, and so arriving at the 
taxable income with reference to which the amount of tax is calculated. 

These principles and rules proceed upon the footing that there is a 
distinct line to be drawn between capital and income expenditure and 
capital and income receipts, where, in fact, taking a realistic long range 
view of a business no such distinction, exists. 

This attempt to divide receipts and expenditure into two classes has 
led to some strange court decisions, a few of which are cited below. 
I wish it to be clearly understood that I am not being so disrespectful 
as to doubt the correctness of any of these decisions. I do, however, 
challenge the basic concepts upon which those decisions rest. 


PURCHASE OF UNEXPIRED CONTRACTS TO Buy or SELL 


A company took over a business consisting partly of unexecuted 
contracts. Held that in calculating the profit arising from the perform- 
ance of the contracts no deduction could be allowed in respect of their 
estimated cost price. City of London Contract Corporation v. Styles 
(1887) 2 Tax Cas. 239. 

In John Smith & Sons v. Moore (1921) 12 Tax Cas. 266, the pro- 
prietor of a business died, and under the terms of his will the appellant, 
his son, acquired the business at a valuation. The price included 
£30,000, the value of certain unexpired contracts of short duration with 
colliery owners for the supply of coal at fixed prices. The House of 
Lords held (applying the above-mentioned decision) that the £30,000 
was not an admissable deduction. Lord Haldane said: “The appellants 
say that this £30,000 was a disbursement or expense incurred by them 
for the purposes of their trade or business, and necessitated in order to 
earn its profits, having in truth been paid for the purchase of coal as 
part of their stock in trade... He had bought as part of the capital 
of the business his father’s contracts. These enabled him to purchase 
coal from the colliery owners at what we were told was a very advan- 
tageous price, about fourteen shillings per ton. He was able to buy at 
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this price because the right to do so was part of the assets of the 
business. Was it circulating capital? .... My Lords, in the case 
before us the appellant, of course, made profit with circulating capital, 
by buying coal under the contracts he had acquired from his father’s 
estate at the stipulated price of fourteen shillings and reselling it for 
more, but he was able to do this simply because he had acquired, among 
other assets of his business, including the goodwill, the contracts in 
question. It was not by selling these contracts, of limited duration 
though they were; it was not by parting with them to other masters, but 
by retaining them, that he was able to employ his circulating capital in 
buying under them. I am accordingly of opinion that, although they 
may have been of short duration, they were none the less part of his 
fixed capital. That he had paid a price for them makes no difference. 
.... The £30,000 paid for the contracts, therefore, became part of the 
appellant’s fixed capital and could not properly appear in his revenue 
account. If that be so, then it was a sum employed as capital in his 
trade, and has to be excluded as a deduction from the profits on which 
he is assessed.” 

By the terms of an agreement whereby a trader converted his business 
into a private limited company, it was provided that 75 per cent. of 
the profit on orders unexecuted at the date of completion should be paid 
to the trader, and such orders were to be executed by the company 
as agent for the vendor. Under this clause of the agreement, the 
trader received £10,607, and his personal representatives (the trader 
having died shortly after the sale) were assessed to tax upon that sum 
as profits of the trade carried on by the trader: 

Held by the English Court of Appeal : the sum of £10,607 was a profit 
of a business carried on by the company as agent for the trader, and was 
not a capital sum received by the trader. The assessment was, there- 
oo rightly made; Southern v. Watson and others (1940) 3 All E.R. 
439. 

Raw MarteRIALs . 


In Golden Horse Shoe (New) Ltd. v. Thurgood (1933) 18 Tax Cas. 
280, it was held that the purchase price of dumps of tailings from gold 
mines was an admissible deduction. 

On the other hand, a deduction was denied in respect of the cost of 
nitrate deposits (Alianza Co. Ltd. v. Bell (1905) 5 Tax Cas. 172), and 
of oil in wells (Hughes v. British Burmah Petroleum Co. Ltd. (1932) 
17 Tax Cas. 286). 


CoMPENSATION RECEIVED FOR CANCELLATION OF AGENCY CONTRACT 

In Californian Oil Products Ltd. (in lig.) v. F.C. of T. (1934), 
52 C.L.R. 28, the appellant company received £70,000 for the cancel- 
lation of an agency contract, which meant the relinquishment of the only 
business which the company conducted. The High Court of Australia 
held that this was a capital receipt. 

In Kelsall Parsons & Co. v. I.R. Comrs. (1938), 21 Tax Cas. 608, 
£1,500 was received for the cancellation of a single, albeit, an important, 
agency contract, where the taxpayer carried on business as agents of 
several manufacturers. The Scottish Court of Session held that this 
was an income receipt. 


COMPENSATION Paip FoR CANCELLATION OF AGENCY CONTRACT 


By agreements made in 1910 and 1914 the appellant company 
appointed another company as its agents in Persia and the East, for a 
period of years, upon the terms, inter alia, that the agents should be 
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remunerated by commission at specified rates. With the passage of 
time the amounts payable to the agents by way of commission increased 
far beyond the amounts originally contemplated by the company, and, 
after negotiation between the parties, the agreements were cancelled in 
1922, the agent company agreeing to go into voluntary liquidation and 
the appellant company agreeing to pay to the agent company £300,000 
in cash. Held, that the payment to the agents was an admissible 
deduction for purposes of English income tax and corporation profits tax 
(Anglo-Persian Oil Co. Ltd. v. Dale (1932) 1 K.B. 124; 16 Tax 
Cas. 253). 


PuRCHASE OF RETIRING OR DECEASED PARTNER’S SHARE IN A 
PARTNERSHIP 

In I.R. Comrs. v. Ledgard (1937), 21 Tax Cas. 129, a partnership 
deed provided that a deceased’s partner’s interest in the firm was to be 
bought by the surviving partners for a sum equal to one-half of what 
would have been the deceased’s share of the profits for the next three 
years if he had lived during those years. The English High Court held 
that the sum payable was a lump sum payable at the end of three years 
and that it was a capital payment. 

In I.R. Comrs. v. Hogarth (1940), 23 Tax Cas. 491, the only 
material difference was that the retiring partner was to receive a sum 
equal to one-fourteenth part of the net profits of the business for each 
of the three years ending December 31, 1937, 1938 and 1939. The 
Scottish Court of Session held that the payment was an income payment. 

The essential difference between the two sets of facts is explained by 
the Lord President in the following extract from his judgment in 
Hogarth’s case: “Now, there is a clear difference between a provision 
that the outgoing partner should receive a sum equal to one-fourteenth 
part of the net profits of the business for the three years ending 31st 
December, 1939, and a provision that he should get a sum equal to 
one-fourteenth part of the net profits of the business for the three years 
ending 3lst December, 1937, 1938 and 1939. If the bargain was 
merely concerned with the profits for three years ending on the last day 
of the last of the three years then the profits would have fallen to be 
treated in globo or collectively, but when it names each of the three 
separate years then I think we are dealing with the profits of three 
separate years distributively, and accordingly upon the terms of the 
document the outgoing partner was entitled to the profits of each of 
these three year's, if any, as they were ascertained.” 





CoM PENSATION 

In Glenboig Union Fireclay Co. Ltd. v. IL.R. Comrs. (1922), 12 Tax 
Cas. 427, a sum received by a fireclay company as compensation for 
leaving unworked the fireclay under a railway was held by the House 
of Lords to be a capital receipt. 

So also in Mallett v. Staveley Coal and Iron Co. Ltd. (1928), 13 
Tax Cas. 772, a payment by a colliery company as the price of being 
allowed to surrender unprofitable seams included in its leasehold was 
held by the English Courts to be a capital payment. 

On the other hand, compensation for late delivery of a ship from 
ship repairers was held by the Scottish Courts to be an income receipt, 
Burmah Steamship Co. v. I. R. Comrs. (1931), 16 Tax Cas. 67. 


PAYMENT FOR Monopoty VALUE 
Under the English law, on the application for a liquor license, it is 
the duty of the Licensing Justices to settle conditions for securing for 
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the public the benefit of any monopoly value. If a license is granted 
for more than one. year, the Justices are authorised to assess the 
monopoly value for the number of years for which the license is 
granted. 

In Kneeshaw v. Albertolli (1940) 23 Tax Cas. 462 the respondent, 
a restaurant proprietor, was granted a renewal of his beer and wine on- 
license for three years, subject to a payment for monopoly value of 
£75, payable in three annual instalments. The English High Court 
held that the sums so paid were capital sums and were not allowable 
deductions in computing the respondent’s profits for income tax pur- 
poses. “Whether the sum arrived at is for the entire monopoly value 
on an application for an annual license, or for a part of the entire 
monopoly value on an application for a license for more than one year, 
the sum assessed by the Justices is a capital sum. It may be the whole 
capital sum or it may be part of the capital sum, but the quality of the 
sum makes no difference, nor does the fact that it is payable in instal- 
ments prevent these instalments being capital for revenue purposes” 
(per Lawrence, J. at p. 464). 

At the risk of wearying my audience I should like also to refer 
to two of the cases cited by the Master of the Rolls in Morley v. Lawford 
& Company (1928) 14 Tax Cas. at pp. 240-1: 

After quoting the “well founded observation” of Lord Loreburn in 
Strong & Co. v. Woodifield (1905-6) 5 Tax Cas. at p. 219, viz.: “Many 
cases might be put near the line, and no degree of ingenuity can frame 
a formula so precise and comprehensive as to solve at sight all the 
cases that may arise” the Master of the Rolls cited a number of cases 
to illustrate the difficulties, including the following: (a) Stott v. Hod- 
dinott (1916) 7 Tax Cas. 85, where it was held that the loss on realiza- 
tion of shares which were taken up to secure contracts and which were 
sold for the purpose of providing funds for securing new contracts, 
was a loss of capital. 

(b) English Crown Spelter Co. Ltd. v. Baker (1908) 5 Tax Cas. 
327, where the appellant company carried on the business of Zinc 
Smelting for which purpose it required large quantities of “blende.” 
To supply the “blende,” a new company was formed which received 
assistance from the appellant company in the form of advances. The 
new company failed and the amount due from it to the appellant company 
was written off as a bad debt. It was held that the advances were an 
investment of capital and the loss was not deductible. 


ALLOWABLE DEDUCTIONS 


Taking a long range view, i.e., the life history of the business, some 
of these and other Court decisions appear to be in conflict. 

If, however, it be admitted that there is a fundamental difference 
in quality between so-called capital expenditure (the purchase of 
machinery) and so-called income expenditure (the purchase of a 
worker’s services), there is no conflict in the decisions. 

Again, once you regard a year or any other period as a sacred division 
of time, then there is a distinction between expenditure which is used 
up in that period and expenditure which is for the enduring benefit 
of the trade, even if the advantage of the expenditure is of relatively 
short duration. 

But even with regard to expenditure which by its very quality is 
considered to be of an income nature theré is not unanimity of opinion. 
An example is to be found in advertising. In Ward & Co. Ltd. v. C. 
of T. (N.Z.), (1923) A.C. 145, the Privy Council observed: “In every 
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trade, much of the expenditure in each year—such as expenditure in 
the advertisement of goods for, sale—is designed to 
produce results wholly or partly in subsequent years, but nevertheless, 
such expenditure is constantly allowed as a deduction for the year in 
which it is incurred.” 

In Associated Newspapers Ltd. v. F.C. of T. (1938), 1 A.I.T.R. at 
p. 411, one of the examples used by Dixon J., to illustrate the diffi- 
culties in distinguishing between capital and income expenditure was 
that of advertising expenses. His Honour said “For example, a profit- 
able enterprise such as the sale of a patent medicine may depend 
almost entirely on advertisement. In the beginning, the goodwill may 
have been established by a great initial outlay upon a widespread 
advertising campaign carried out upon a scale which it was not in- 
tended to maintain or repeat. The outlay might properly be considered 
to be of a capital nature. On the other hand the goodwill may have 
been gradually established by continual advertisement over a period of 
years growing in extent as it proved successful. In that case, the 
expenditure upon advertising might be regarded as an ordinary business 
outgoing on account of revenue.” 

For income tax purposes, one of the difficulties in “matching” expendi- 
ture against income is that, unless the Act specifically provides to the 
contrary, allowable expenditure must be deducted in the year in which 
it is incurred. 

It was said by the High Court in Amalgamated Zinc (De Bavays) 
Ltd. v. F.C. of T. (1935), 54 C.L.R. at p. 309, that, in a continuing 
business, items of expenditure are commonly treated as belonging to 
the accounting period in which they are met. 

In Income Tax Commissioner (India) v. Basant Rai Takhat Singh 
[1933] 60 I.A. 307, the Privy Council said that there was no justifica- 
tion for deducting from the profits and gains something in respect of 
expenditure which occurred years before. 

If all so-called capital expenditure were excluded from the field of 
allowable deductions, and if all allowable expenditure were deductible 
only in the year in which it was incurred, the position from a taxation 
viewpoint would prove to be intolerable. I propose to demonstrate that 
Parliament has gone a long way towards matching expenditure against 
income, and also that it is possible to go a great deal further. 








1 DEPRECIATION OF PLANT, Etc. 


Plant and Machinery are recognized as wasting assets, and expendi- 
ture thereon is matched against income in the following manner. An 
estimate is made by the Commissioner of the effective life of the unit, 
assuming that it is maintained in reasonably good order and condition, 
and the annual depreciation per centum is fixed accordingly. Strangely 
enough, the rate of depreciation allowed is the same whether the prime 
cost method or the diminishing cost method is used by the taxpayer. 
The rate so fixed does not take cognizance of obsolescence, but when 
the plant is eventually sold or scrapped the eventual loss or gain on 
disposal is brought to account in calculating the taxable income of 
the year of disposal. The Act provides, in my opinion over bene- 
volently, that, if the sale price exceeds the original cost, to that extent 
the excess is not assessable. Any constitutional fear of taxing that 
excess appears to be laid at rest by the recent decision of the High Court 
in Resch v. F.C. of T. (1942), 2 A.LT.R. 231. 

If plant is worked in excess of normal working hours, an additional 
rate of depreciation is allowed, limited to twice the normal rate. There 











ia. tee tt 


= — —-— - =k me 




















1942 THE AUSTRALIAN ACCOUNTANT 359 


is no pretence that the above is an exact matching of expenditure against 
income, but having regard to the rival claims of equity and simplicity, 
it is sufficiently accurate for normal purposes. If it be found that double 
rates for plant working round the clock under wartime conditions is 
inadequate, the rate can be increased to, say, treble rates. 

Again, it may happen that, by reason of the loss on sale of plant at the 
end of the war, the rate allowed for plant during the war will prove to 
be quite inadequate. An allowance in respect of the unrecouped loss 
at the end of the war may be useless to the taxpayer. The Commissioner 
has undertaken to meet this position administratively by amending past 
assessments within the existing three year limit so that those past 
assessments will properly reflect the actual annual loss sustained in 
respect of the purchase and sale of the plant. The three year limit 
could with justice be removed in this specific circumstance. 

But it may happen that the plant is not, and cannot be, sold at the 
end of the war, and the then depreciated value for income tax purposes 
may be far higher than the actual value, having regard to the circum- 
stances existing at the end of the war. If there is justification for 
the allowance of increased depreciation during the war in the case of 
plant unrealised at its termination, a board of expert appraisers could 
be established to hear evidence and match the expenditure with greater 
accuracy than can be done departmentally. 


A.R.P. ExpPENDITURE 


The Act at present denies a deduction of capital expenditure, and 
some if not all A.R.P. expenditure is of a capital nature in the sense 
that the present worth of buildings and other so-called capital assets 
is increased by such expenditure. Nevertheless, no man in his senses 
would contend that this expenditure should not be matched against 
revenue earned during the war. In my opinion, the Act should be 
amended to allow the expenditure in the year it is incurred, because it is 
of an ephemeral character and because of the difficulty of making a guess 
at the duration of the war. 


EXPENDITURE ON MINING PLANT AND DEVELOPMENT 


The Act allows alternative deductions in respect of expenditure on 
plant and development of mining properties: 


(a) A sinking fund deduction spread over the estimated life of the 
mine at the time the expenditure was incurred. 

(b) So much of the assessable income of the year of income as is 
expended in that year or appropriated for development of the 
mining property or for new plant. 


Those who “matched” expenditure against future income by adopting 
the first alternative are now reaping the benefit of their wisdom in the 
present days of terrific taxation. Those who ate their taxation cake 
in the year the money was spent are now paying the penalty for their 
greed. 

With regard to the purchase price of the mine, if the right acquired 
answers the description of a lease, the taxpayer is entitled to a sinking 
fund deduction of the purchase money spread evenly over the period of 
the lease. This allowance cannot, of course, be described as matching 
expenditure because it bears no relationship to the annual output of 
the mine as compared with its total estimated output. Where the free- 
hold is acquired there is no allowance under the Act in respect of the 
purchase money. 
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Cost oF ACQUIRING LEASEHOLD PROPERTY 


The Act permits a sinking fund deduction in respect of any premium 
paid for a lease of business premises, land or machinery spread over the 
term of the lease. 


IMPROVEMENTS ON LEASEHOLD PROPERTY 


Where a lessee of business property incurs expenditure in making 
improvements not subject to tenant rights, and such improvements have 
been made as consideration for the grant to him of the lease, or he is 
required to make the improvements under the provisions of the lease, or 
he has made them with the written consent of the lessor, the lessee is 
entitled to a sinking fund deduction based on the period of the lease 
unexpired at the date when the expenditure was incurred. 

It is true that having regard to the varying degree of use to which 
leasehold premises and covenanted improvements may be put during the 
currency of the lease, a uniform sinking deduction cannot be said to be 
an exact matching of expenditure against income. Nevertheless it is 
reasonable in the circumstances and should not be disturbed unless a 
more scientific system can be evolved which is not complicated. 


TIMBER LANDS 


Where a taxpayer has acquired land carrying standing timber for the 
purpose of felling that timber for sale and part of the price paid is 
attributable to that timber, the taxpayer is allowed a deduction of so 
much of that part as is attributable to the timber felled in the year of 
income. 

A taxpayer is also allowed a deduction of so much of the amount paid 
for a right to fell timber for sale as is attributable to the timber felled 
during the year of income. 

In the above instances, it is possible to make a fairly correct attempt 
at matching the expenditure against the income because the total timber 
on the property can usually be estimated fairly accurately. 


GRAZING AND FARMING PROPERTIES 


A depreciation allowance is granted in respect of certain so-called 
capital improvements—i.e., fences, dams and other structural improve- 
ments on land used for the purposes of agricultural or pastoral pursuits, 
but not improvements used for domestic or residential purposes. An 
outright deduction is allowed in the year in which the expenditure was 
incurred for ring-barking timber, suckering, eradicating seedlings, 
destruction of noxious plants and weeds, destruction of rabbits and other 
noxious animals, preparation of land for agriculture, ploughing and 
grassing grazing land, draining of swamps, etc. Some of this expendi- 
ture, such as ringbarking, should be matched against the income of 
many years; other recurring expenditure, such as eradicating seedlings, 
should be charged against the year of income in which the expenditure 
is incurred. 

An allowance is also granted for expenditure on wire and wire 
netting on an agricultural or pastoral property, situated in a district 
which is subject to the ravages of animal pests. The allowance includes 
the cost of placing the wire or wire netting on the fence. Where the 
wire or netting is bought from the government on terms, a deduction 
is allowed in the year in which instalments and interest are paid. In 
other cases, a deduction is allowed of the cost of any wire or wire 
netting as is placed in position on the fence in the year of income. 
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IrEMs OF AssETs IN Respect OF WHICH NO DEDUCTION IS ALLOWED 

Patents, etc. No deduction is allowed in respect of patents and wasting 
assets of a like nature, except where they are bought for resale at a 
profit. For accounting purposes, the cost should be spread over the 
period of the patent or on the basis of actual production as compared 
with estimated total production during the life of the patent if such 
a course is practicable. There is no equitable reason why a similar 
deduction should not be allowed for income tax purposes. The taxing 
authorities may well, however, with justice retort with a tax on the 
proceeds of sale of the patent as is the case with premiums received by a 
lessor, and as is also the case with the value to the lessor of covenanted 
improvements effected by the lessee. 

Formation, etc., Expenses—Legal and other expenses incurred in 
connection with the registration of a company, or of an increase or 
reduction of its capital, are not allowable deductions (Archibald 
Thompson, Black & Co. Ltd. v. Batty (1919), 7 Tax Cas. 158). I 
cannot see what accounting principle, if any, can be satisfactorily applied 
to match this class of expenditure against any particular income, as the 
expenditure relates to the whole life of the company. Moreover, I see 
no reason why such expenditure should be deductible for income tax 
purposes. Formation expenses represent the cost of bringing a company 
into existence, and if this class of expenditure be allowed then an allow- 
ance should be granted to a professional man for the cost of acquiring 
his degree. 

Incidentally, those public companies which have not written off 
formation expenses and those which have not reduced their paid-up 
capital so as to reflect losses sustained are now reaping a reward under 
the War-time (Company) Tax Assessment Act. If the company has 
written down its capital or reserves or both in respect of such expen- 
diture or losses then the reduced capital and accumulated profits form 
the capital employed in the accounting period. If the company has left 
its capital and reserves intact, by not writing off the expenditure or 
losses, then the full amount of that capital and those reserves are 
included in the capital employed with the result that the rate of tax, 
and consequently the tax, may be materially reduced. 

Buildings.—It is impossible to apply any universal principle for 
matching expenditure on buildings and other so-called permanent struc- 
tures against any portion of the company’s income. It is a question 
of fact in each case. All that can be generally contended for is that 
the unrecouped cost of a building is deferred expenditure and that the 
expenditure on this class of service is of the same quality as expenditure 
on an asset of an ephemeral character. 

In some instances, it may be possible to measure the life of a building 
or other improvement with reasonable accuracy. For example, the 
owner of a mining property may erect buildings for the purpose of his 
operations and to house his workers. It may be that when the mine 
is exhausted, the residual value of the buildings is practically nil. In 
that event, it is right that the expenditure should be written off during 
the estimated life of the mine. For income tax purposes, an allowance 
is provided by ss.122 and 123 of the Commonwealth Act, already dealt 
with, to the extent that the cost represents plant and development. The 
concession could with justice be extended to all buildings associated 
with a wasting asset. 


DEFERRED INCOME 


Time remains for a brief discussion regarding moneys received in 
an income year for services to be performed in a later year. 
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The problem is illustrated by the case of the London Cemetery Co. v. 
Barnes (1917), 7 Tax Cas. 92. A commercial and dividend-paying 
cemetery company undertook, in consideration of lump sum payments, 
to maintain in perpetuity the repair of graves and monuments. The 
English Courts held that in arriving at the profit assessable in respect 
of the lump sum receipts, the estimated future expenditure of the 
company in the maintenance and repair of the graves and monuments 
should be deducted. 

Unfortunately, the Commonwealth Act has been found to be defective 
to meet this class of case. As pointed out by Dixon J. in N.Z. Flax 
Investments Ltd. v. F.C. of T. (1938), 1 A.I.T.R. at p, 378, generally 
speaking, the gross receipts on account of revenue must be taken into 
the assessable income and therefrom the deductions allowed by the Act 
must be made and no others. To come within s.51 there must be a loss 
or outgoing actually incurred. His Honour went on to say “ ‘incurred’ 
does not mean only defrayed, discharged or borne, but rather it in- 
cludes encountered, run into or fallen upon. It is unsafe to attempt 
exhaustive definitions of a conception intended to have such a various 
or multifarious application. But it does not include a loss or expen- 
diture which is no more than impending, threatened or expected.” 

The Commonwealth Act requires to be modified so as to provide 
that where a sum is received for goods or services to be supplied during 
a period extending beyond the year of income, an apportionment of the 
sum so received shall be made and only that portion of the receipt which 
is referable to the goods or services supplied in the year of income 
shall be deemed to be assessable income of that year. This suggestion, 
it is submitted with respect, is much closer to the accountancy concept 
of matching expenditure against income than the method adopted in 
the London Cemetery Co. case. 


Stock IN TRADE 


I shall conclude with a few remarks on the above subject. In the 
case of stocks on hand, the doctrine of conservatism obtrudes itself. 
Because of a well entrenched tradition we have the golden rule of stock 
valuation, cost or market, whichever is the lower. There is no logical 
justification for this rule, which represents a departure in the interests 
of conservatism from the fundamental basis of accounting records. Once 
you depart from that logical basis you are at sea. There are numerous 
possible bases for the valuation—the base stock method, the last in first 
out, and so on. ‘Cost or market rule has no sounder foundation than 
any of these, and some of these have advantages from the point of view 
of expediency or effect in lessening the severity of the fluctuations in 
the business cycle. 

Unfortunately, this doctrine of conservatism is now so well entrenched 
in the Commonwealth Act that only a giant could remove it. It has led 
to many evils. As so often conservatism and dishonesty go hand in 
hand, the freedom of choice between cost or market has led taxpayers 
in years of light taxation unduly to deflate the value of their closing 
stocks and at the present time they are reaping the whirlwind of their 
conservative cupidity. 





























THE AUSTRALIAN ACCOUNTANT 


Classification of Accounting Data — III 
By A. A. Fitzceracp and L. A. SCHUMER 


B. Non-TraDING ENTERPRISES 
We have seen that the basic motive for the establishment of a trading 
concern is the earning of “profit,” and that the determination of that 
profit at the end of the business life-time of the enterprise, or at 
intermediate stages in the life-time, is an important accounting function. 
There are, however, other types of enterprise which are not established 
for the purpose of earning a profit as such. These include: 

(a) State-owned public utility undertakings which “trade” but 
with the basic purpose of supplying their services at cost, e.g., 
electricity supply, water and sewerage services, railways, tram- 
ways, port authorities, and the like; 

(b) Public institutions, such as hospitals, which are supported in 
part by charges made for services rendered by them to 
individuals and in part by grants, contributions, subscriptions 
and donations from the community in general; 

(c) Government departments, Boards or Commissions, and local 
governing bodies, charged with the responsibility of carrying 
out various executive and municipal functions (preservation 
of law and order, defence, public health, education, public 
works, etc.) with funds raised wholly from public borrowings, 
or wholly from rates and taxes, or partly from public borrow- 
ings and partly from rates and taxes; and 

(d) Institutions, associations or societies (incorporated or unin- 
corporated) formed for the purposes of recreation or amuse- 
ment, or for promoting commerce, industry, art, science, 
religion or charity,-and which are concerned with the receipt of 
funds from grants, contributions, subscriptions and donations, 
and the disbursement of those funds for the purposes for 
which the enterprises are established. 


All of these enterprises may lack the profit motive, but, nevertheless, 
there is an essential need in each instance to balance Revenue and 
Expense determined on a basis appropriate to the peculiar requirements 
of the undertaking. 

Public utility undertakings are similar to trading concerns in most 
respects and their accounting needs are similar, i.e., recording of 
accounting transactions on a liability basis in association with apportion- 
ment of Revenue and Expense by accounting periods. 

Public institutions, such as hospitals, have the character of public 
utilities with the modification that portion of the revenue may not be 
derived from “trading” activities, i.e., the sale of their services to 
individuals. For that reason, the accounting needs of such undertakings 
may be met in part by the methods appropriate to a trading concern 
and in part by the methods dealt with later in this article. 

The remaining classes of enterprises may be merely agencies con- 
cerned with the receipt of cash and its disbursement, and it is to these 
undertakings that the term “non-trading enterprises” is applied herein. 

The minimum classification of the accounting data depends in each 
instance upon the transactions that are to be regarded as Assets and 
Liabilities when financial status is being determined at any particular 
point of time, i.e., when a balance sheet is to be prepared. 

The agencies for the receipt and disbursement of cash usually base 
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their accounting records solely on cash transactions, but in some 
instances there may be a need for the accounting records to begin when 
the undertaking accepts a liability to others or when others accept a 
liability to the undertaking. 

If the cash basis of accounting is used, the basic classification of 
transactions and various extensions of that classification are shown in 
Fig. 2. If the liability basis is used, the basic classification and its 
extensions are as shown in Fig. 3. 

It will be noted in Fig. 2 that the basic classification of transactions 
may be extended in three ways, according to the needs of the enterprise. 
The first extension assumes that there are no capital contributions, but 
loans received in cash and the repayment of those loans are separated 
from all other transactions, which are regarded as resulting in Revenue 
and Expense. Cash would be the only Asset shown in a balance sheet, 
that cash representing the unredeemed Loans and surplus of Revenue 
over Expense. 

The second extension in Fig. 2 assumes, in addition, that certain 
cash receipts are to be classified as capital, but this will be a merely 
artificial concept not in any way similar to capital in a trading concern. 
For example, a professional society may require members to pay an 
entrance fee in addition to the annual subscription, and it may be 
preferred to treat the entrance fee as contribution to the capital of the 
undertaking rather than as revenue. The members, of course, would 
have no right of withdrawal of the capital (the entrance fee) which 
remains permanently at the disposal of the undertaking. In other 
instances, contributions may be made to the undertaking on the under- 
standing that the contribution will not be disbursed for the carrying 
on of the activities, but that it will be used to earn revenue by investment. 
The investment aspect is dealt with in the third extension of the 
classification, but without this aspect the second extension would result 
in cash as still the only asset appearing in a balance sheet, that cash 
representing the Capital Contributions, Unredeemed Loans and the 
surplus of Revenue over Expense. 

The third extension assumes that it may be necessary to invest 
surplus cash funds and possibly to realise investments from time to 
time as cash funds are required. Such investment would retain the 
funds in a form nearly approaching the liquidity of cash. In this 
instance, the balance sheet would include cash and investments as 
assets, the combined total representing Capital Contributions, Loans, 
and the surplus of Revenue over Expense. 

The same extensions of classification are shown in Fig. 3 in respect 
of recording upon a liability basis. It will be noted that in each 
extension an additional asset and liability would appear in the balance 
sheet, i.e., 

Assets—Debts payable to the undertaking in cash; 
Liabilities—Debts payable by the undertaking in cash. 

Although the cash basis is usually adopted by the agencies for the 
receipt and disbursement of cash, there is a tendency, in the case of 
agencies of a public nature, to expect information in the accounts as 
to national assets and liabilities other than cash. As time goes on this 
demand for more informative public accounts may necessitate a change 
in the basis of accounting and more comprehensive classifications of 
data. 

An interesting modification of the simple cash basis is to be found in 
the uniform accounting plan of Victorian local governing bodies. Here 
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it has been found necessary to expand the classification to include 
liabilities payable in cash and debts to the undertaking payable in cash. 
This change has been necessitated by the fact that the accounts would 
otherwise present a misleading picture of cash receivable and cash 
payable as a result of the activities during the accounting period. In 
other words, the classification set out in Fig 3 is adopted in preference 
to the classification set out in Fig. 2. But it should be noted that not 
even in this case is there included in the primary basis of classification 
any group of assets analogous to that described in the classification of 
data in trading concerns as “Deferred Expense” or “Charges to Future 
Income.” The reason for this is significant. In trading concerns, 
buildings, plant, machinery and the like are acquired for the purpose 
of earning future income and are used up in the course of earning that 
income. In the case of Governmental and semi-Governmental bodies, 
assets such as buildings, schools, roads, bridges, and the like might be 
classified as “Deferred Expense” or “Charges to Future Service” to 
be used up in the process of rendering those services. But the primary 
purpose of the “Deferred Expense” in the case of trading enterprises 
is to record the amounts that must be charged to future periods in the 
performance of the primary accounting purpose of determining profit 
or of matching costs against revenue. There is no such necessity for 
the accounts of Government bodies to record future charges to services 
except in those instances (trading enterprises conducted by the State) 
where it is desirable that future income derived from the service shall 
be matched against the cost of that service at whatever time that cost 
may have been incurred. The cost of erection of a State school 
building, for example, represents a charge to future service. The 
services rendered to society by free education cannot be measured in 
financial terms. Hence for the purpose of determination of the financial 
results of operations no good ‘purposes are served by carrying forward 
the unamortised cost of the school building as a “charge to future 
service.” 

This is not to say that no good purpose at all would be served by a 
classification of accounting data which brought to account all assets 
and liabilities of the State and of local governing bodies. Such a 
classification would serve a very useful purpose in providing material 
for periodic statements of the nature of public assets and the extent 
of public liabilities. But that purpose would be an economic rather 
than an accounting purpose. It is possible that the time may come 
when it will be regarded as part of the accounting function to provide 
economic data of this kind. When that time comes, an elaboration of 
the primary basis of classification of Government accounts will be 
required. But so far the simple bases of classification described herein 
are adequate for the present purposes of Government accounts. 


C. Trust Estates 


The dominant influence of accounting purpose on the primary bases 
of classification of accounting data is shown also in the accounts relating 
to deceased estates in the hands of administrators or executors and 
trustees under wills. In some cases, these types of trustees carry on 
trading concerns under the terms of the trust, and so far as those 
activities are concerned the bases of classification of accounting data 
in trading enterprises are applicable. 

But so far as the accounts of the trust itself are concerned the purpose 
of accounting is mot to determine profits, but to record— 
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(a) The financial status of the trust at its inception, i.e., the assets 
and liabilities of the deceased person at the time of his death, 
the net balance being described as the “Corpus” ; 

(b) Receipts of cash resulting from— 

i. Realisation of trust property; and 
ii. Income earned by the trust property by way of interest, 
rents, dividends, etc. ; 

(c) Payments of cash for the purpose of— 

i. Settling liabilities of the deceased at the time of death 
or accepted by the trustees subsequent to death; 

ii. Creating investments for the benefit of the estate; and 

iii. Distributing available cash funds to those entitled, i.e., 
the beneficiaries; and 

(d) The transfer of trust property (other than cash) to the 
beneficiaries. 


It should be noted that, apart from property which is to be trans- 
ferred to beneficiaries in the form in which it stood at the date of 
death in accordance with the directions of the deceased person, no 
distribution can be made to the trustees except when the property has 
been realised in cash. 

The conditions of the trust may necessitate an extension of the 
classification. Sometimes trustees are directed to apply the “income” 
resulting from the trust property to one class of beneficiary (life- 
tenant) whilst the ultimate proceeds of realisation of the balance of 
the property is payable to another class of beneficiary (remainder-man). 
It then becomes necessary for the trustees to maintain a distinction 
between “Income” receipts and payments on the one hand and “Corpus” 
receipts and payments on the other. Such circumstances would require 
the assets and liabilities and all cash transactions to be further classified 
in terms of “Income” and “Corpus” so that the basic classification would 
be as under: 


In respect of cash transactions: 
(a) Cash Receipts— 


i. Income. 
ii. Corpus. 
(b) Cash Payments— 
i. Income. 
ii. Corpus. 


In respect of data exhibiting financial status of the trust at any point 
of time: 

(a) Assets— 
i. Income. 
ii. Corpus. 

(b) Liabilities— 
i. Income. 
ii. Corpus. 

(c) Proprietorship (Trust Fund)— 
i. Income beneficiaries. 
ii. Corpus beneficiaries. 


The terms “Income” and “Corpus” as used in fiduciary accounting 
of this kind have meanings ascribed to them by decisions of the courts 
and the classification of data in those terms must be in conformity with 
those decisions and not necessarily with the conventions and practices 
of accounting. 
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Principles of Machine Accounting 
By A. R. McPHEE, A.1.C.A. 


(Being a lecture delivered to the Commonwealth Institute Students’ 
Society, at Sydney, on May 21, 1942) 

In the modern office the machine occupies a position of such 
importance that it is now just as necessary for the accountant (and the 
accountancy student) to understand the principles of machine 
accounting as it is for him to understand the meaning of double-entry 
book-keeping. 

This development of the office machine is in keeping with that of 
machines generally in all modern activities. Machines dominate all 
manufacturing processes, transport, primary production and even 
domestic life. The war is being fought with machines and it will be 
won by those who have the greatest number of the best machines and 
utilise them to the best advantage. 

The purpose of machines, no matter in what sphere of activity, is the 
same, namely, to enable man to accomplish more work in less time 
with less effort and at less cost. For, after all, the machine is only a 
more elaborate tool. The steam-shovel is a bigger and more effective 
tool that the hand-shovel. Similarly the typewriter or the accounting 
machine are more effective tools than the fountain pen. 

The office machine is a product only of recent times. The first 
practical adding machine was patented by William Seward Burroughs 
in 1888. It was quite a primitive and cumbersome affair, although its 
basic principles are still used in the modern machine. 

At that time there was no thought of applying the adding machine 
principle to the posting of ledgers. This development was made possible 
by combining the idea of lgose-leaf and, later, card ledgers, with the 
adding machine and the typewriter. In its early stages the book-keeping 
machine was simply an adding machine which recorded postings on 
loose-leaf ledger accounts and gave a total addition of the postings. 
Later, the idea of a progressive balance was introduced. This consisted 
of extending a balance-to-date on each account when posting and 
obviated the necessity of adding the accounts at month-ends or other 
inconvenient times to arrive at the balance. 

Other developments which finally gave us the modern accounting 
machine included such features as automatic dates, subtraction, electric 
operation, accumulation of proof figures, progressive posting of state- 
ment as well as ledger, automatic opening and closing of carriage, etc., 
etc. 

In addition to the book-keeping machine, other office machines have 
contributed largely to the mechanisation of accounting. Among those 
which may be included in the general term of “Machine Accounting” 
are the following. (Some of these I will describe more fully and 
demonstrate to you later.) There is the adding machine, both manual 
and electric ; the calculating machine, both manual and electric ; invoicing 
machines for continuous stationery; receipt and cheque-writing 
machines; punched card machines, cash registers and book-keeping 
machines. Time will permit of only a brief discussion of the main 
functions of each of these machines. 

First comes the Adding Machine. This simply provides an assistance 
to manual methods and does not involve any major change in system. 
When there is no book-keeping machine it is used to add and balance 
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the ledgers, and run a trial balance. Its most common daily use is the 
adding and dissecting of sales dockets or sales invoices, adding cash 
books, deposit slips, etc. In banks, the adding and dissecting of cheques 
and deposits. Adding machines are available which store totals, giving 
individual totals of groups and a grand total of all, for example, total 
sales for each department and the total sales for all departments. 

A competent operator, using the short cut full keyboard method, 
can add figures of pounds, shillings and pence at the rate of 100 amounts 
per minute. 


Calculating Machines 

These are of two general types— 

(a) Key-driven adding-calculator. 

(b) The crank-operated calculator on which the factors are pre-set. 

An adding-calculator is a most useful, general purpose machine 
in any office and is used for all types of adding and calculating. It is 
estimated that a competent operator can add figures and give correct 
results in one-eighth of the time required under manual methods. 
Difficult calculations may be completed in one-tenth to one-twentieth 
of the time required to do them mentally. Some models of the adding- 
calculator are also provided with a mechanism for storing totals. 
As an example, each line in a stock sheet may be extended on the 
machine and, when completed, the stock sheet total is simply read from 
another set of dials. 


Invoicing 

One of the most recent developments and one of the most useful 
of office machines is the electric fanfold machine. Nowadays, invoices 
and similar records have to be prepared in many copies: for example, 
original to customer, first copy to office for posting to ledger, second 
copy to office for sales tax and statistical purposes, third copy as delivery 
ticket to accompany the goods, fourth copy to be signed by the customer 
as a receipt for the goods and returned to the office, etc. ; in some cases 
up to ten copies. 

All this involves much handling of paper and carbons. It is estimated 
that with a normal invoice of, say, three lines of typing, as much time 
is required to feed the forms into an ordinary typewriter and remove 
them as is occupied in actually typing them. 

The fanfold principle was invented to eliminate entirely this time 
waste. With the electric fanfold machine all the time is spent in typing, 
so that normal production is doubled and, in addition, less effort is 
required from the typist. 

The fanfold is applied to invoicing, purchase order writing, production 
order writing, mail order letter extracting, insurance company premium 
notices, etc. 


Receipt and Cheque Writing 

The writing of receipts and cheques by a machine is fast gaining 
popularity. It is an adaptation of the typewriter with a front feed device 
and, preferably, electric carriage movement. Economy is effected by 
combining operations; for example, the receipts are written, the cash 
book in duplicate, and the bank deposit slip are prepared all in one 
writing. As many as a thousand receipts per day can be written by one 
girl under this method. 
Punched Card Machines are used in large organisations for statistical 
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and related work. These machines are a study in themselves and time 
does not permit of more than a cursory survey of their application. 

A punched-card set usually consists of four units—(a) punching 
machine, (b) check punch, (c) sorter, (d) tabulator. From the original 
media, information is entered on cards by means of punched holes. 
The cards are automatically sorted into sub-groups and groups. The 
information is then automatically summarised by means of the tabulator, 
which combines the functions of translating the punched holes back to 
figures or words, printing the results on sheets of paper and providing 
totals of sub-groups and groups as well as a count of the number of 
units in each. The cards may be sorted and re-sorted to obtain different 
classifications of summarised information when required. 


Cash Registers 

Cash registers are, of course, primarily used for the registering of 
cash as received over the counter and providing a total of the amount 
rung up in the machine. The original purpose was mainly for protection 
against fraud and misappropriation. Cash registers to-day, however, 
are built to combine all kinds of functions. At the time of registering 
the cash, the register may also receipt the customer’s bill, complete with 
signature, dissect the receipts into a great variety of headings, provide 
count of customers, give separate totals for different cashiers, etc. 


Book-keeping Machines 

This is probably the most important of all office machinery. The 
installation of the first book-keeping machine is usually an event of 
major import in any office. The installation, to be a success, should be 
very carefully planned and supervised both by the purchaser and by 
the firm supplying the machine, otherwise much needless heartburning 
and dislocation of the office may result. It is a mistake to try to attempt 
too much at the start. If thé machine is being purchased to apply on a 
variety of work—for example, sales ledger and statements, purchase 
ledger, private ledger, receipt writing, cheque writing, etc.—it is prudent 
to commence by doing one job only, for example sales ledger, and to 
absorb the rest of the work as the operator becomes familiar with the 
machine and the routine is arranged to suit the new conditions. 

The primary purpose of the book-keeping machine is to post the 
ledgers quickly and accurately, keep them in balance and get the 
statements out early. If, in obtaining these objectives and without 
interfering with them, it is possible to get further useful information, 
this result should be aimed at. This is known as combining operations 
and is made possible by developments in the modern machine. The 
information which will be obtained from these combined operations 
will depend on the type of business and the requirements thereof. The 
following are some common examples: 


(a) Posting of the sales ledger and statement, progressively 
extending the balance on both, proving the accuracy of the work 
and analysing the balance according to the months due for 
credit control purposes. 

(b) On time-payment accounts, posting and proving of the ledger 
and extending both the balance of the account and the amount 
of arrears or prepayment of instalments. The issuing of a col- 
lection notice can also be combined with this operation. 

(c) In some instances it is possible to combine the writing of 

customer’s receipt, preparation of bank deposit slip, writing of 
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cash book, posting of ledger, posting of statement and proving of 
the correctness of the work. 

(d) The writing of cheque, preparation of cash book, remittance 
advice, posting of creditors’ ledger and the proving of the 
correctness of the work. 

(e) The posting of the ledger account and statement and, at the 
same time, dissecting sales under various heads. 

(f) The posting of ledger account and statement combined with the 
extension of several balances; for example, the items subject to 
discount, balance to date; the items not subject to discount, 
balance to date; and the total amount due. 

Other common and useful combined applications for bookkeeping 

machines include: 

(a) The posting of stock records in both quantities and values and 
the extending of both quantity and value of stock on hand. 

(b) Posting of cost accounts with labour, material and overhead 
charges, and extending the total cost to date under these heads 
as well as the aggregate total cost. 

(c) Posting of employees’ earnings records to show gross earnings, 
deductions of various kinds, net earnings to date, and, at the 
same time, preparing the pay envelopes and the complete payroll. 

(d) In retail stores, lay-by and similar accounts are posted at 
the same time as the customer’s receipt is issued. For the 
convenience of the customer, the amount still outstanding is 
extended on the receipt as well as on the ledger account. Also, 
for purposes of protection, the correctness of the whole operation 
is proved before the customer leaves the counter. 

(e) Another application is the posting of the impersonal ledgers in 
conjunction with the preparation of journals. In this connection 
businessmen are beginning to appreciate the fact that it is just 
as important to obtain progressive figures showing the progress 
of the business, sales, expenses, and profits as it is to keep 
customers’ and creditors’ accounts up to date. Therefore, daily 
or weekly posting of impersonal accounts is becoming more and 
more popular. The figures obtained are used for the preparation 
of weekly or monthly profit and loss accounts and interim 
balance sheets. In several cases the whole work up to the 
completion of the balance sheet is performed on the bookkeeping 
machine. | 

(f) Other specialised applications include the posting of bank 
ledgers and statements, the posting of insurance ledger accounts 
and statements, the posting of public utility accounts, and the 
preparation of public utility bills, the posting of governmental 
expense and appropriation ledgers, etc., etc. 

You will see from the above examples that the possibilities of machine 
accounting are almost unlimited. As new problems of accounting 
arise, the scope of the machines is extended to meet them. The most 
noticeable development in recent years, especially since the war, is in 
the application of machines to factory accounting problems. These 
usually include payroll records, cost records, stock control and budgetary 
control. 

Another noticeable development with the introduction of the smaller 
machines has been the installation of machine accounting in the smaller 
businesses. Nowadays no business is too large or too small to obtain 
the benefits from machine accounting. 
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Service Departments 
By A. J. GAIRNS, F.F.I.A., A.A.LS., A.C.A.A., L.C.A. 


In order to operate efficiently, a modern factory of necessity is served 
by many auxiliary sections, each having as its object the specialisation 
of a specific service. Examples of such departments are: 


(a) Laboratory 

(b) Drawing office 

(c) Engineers and maintenance 
(d) Inspection room 


and others peculiar to each type of organisation. 

These departments, in their sphere of aid to the productive side of 
the factory, usually assist all other departments—some, perhaps, to a 
greater extent than others. It must not be forgotten, also, that each 
service department draws upon the expense items in the factory as 
much as any productive section in its own ratio. Electric light, power, 
gas, floor space, and other items must be charged more or less as the 
case may warrant to the respective service departments as well as the 
productive side of the organisation. These two points have led me 
to the conclusion that the method of dealing with service departments 
in the keeping of costs and cost accounts must be revised in many 
instances if the principle of refinement of costs is to be maintained. 

Accountants usually adopt one of the two following practices regard- 
ing service departments in their books: 


(a) Allocate all factory expense to productive departments only. 
Salaries of chemists and engineers are sometimes included in 
indirect wages or sometimes retained under headings such as 
Laboratory Salaries, Engineering Wages, etc., and split up over 
the departments serviced. 

(b) A complete departmental cost centre is established and allocated 
on some established basis among the productive departments. 


Arp To TRUE CosTING 

There will probably be little dispute regarding the correctness of 
the second method, but some persuasion may be necessary to convince 
the average factory man of its necessity. In these days of specialisation, 
nothing less than true costs are of any use, and this fact alone is full 
justification for departmentalisation. I have known of a laboratory 
using the whole of the gas service supplied to a factory, and obviously 
it would be unfair to charge the gas account to any other but this 
department. Engineers have their own peculiar store requirements, 
and it is a bad policy simply to store their fluxes, solders and welding 
requirements among the general store stocks. There should on all 
occasions be a separate store and the correct usage booked to the 
engineering department. 

Another important aspect of this question is the total cost to operate 
the services mentioned. It is of little use thinking that the salary of 
£500 paid to the chemist is the cost of laboratory services for the year 
when his list of chemicals is charged to factory expenses and no attempt 
is made to appropriate a share of overheads to the department. In the 
same way the total cost of plant maintenance, of sketches and drawings, 
or of output inspection may amaze the management if the figures can 
be collated and compared. 
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An important matter also is the use made of these figures properly to 
allocate the service charges over the other sections. Once a total cost 
has been obtained, the chemist, chief engineer, or other official can very 
readily determine the correct basis for spreading the cost. It is realised 
immediately that it is much more correct to allocate the total over three 
departments equally than to split, say, chemists’ wages equally but 
spread items such as gas, light, and power over the service departments 
only on such a basis as, say, floor space. Actually the error is quite 
considerable in some cases and nothing is more convincing than a 
comparison of the two methods. 


ALLOCATION OF. EXPENSES 


Having decided to put the service departments on a full departmental 
basis, both for assistance in costing and as a means of determining their 
total cost, the allocation is proceeded with along the usual lines. Salaries 
and wages (including all allowances paid with wages, such as sick 
pay, holiday pay, overtime, bonuses, etc.) must be departmentalised 
separately and shown thus dissected in the appropriate wage accounts. 
Materials used must be booked to the sections on a proper basis, and if, 
for instance, the factory itself is on a monthly, or four-weekly, costing 
basis, then stocktaking on these occasions should include chemists’ 
sundries, engineering supplies, and other service stocks so as to 
determine a proper usage. Again, separate stores are strongly recom- 
mended, and, in order to obtain the figures, purchases of these lines 
must be sectionalised in the purchases journal. 

As far as expense is concerned, the allocation to the service depart- 
ments is dealt with in the same way as the productive sections, i.e., on 
some predetermined basis of costing. Most costing systems work on 
a budget of factory expense for three, six, or twelve months ahead and 
this budget for each item is carefully charged to each department 
according to its proper usage. Some of the bases used are: 


1. Floor space to cover items such as cleaning, rates, electric light, 
building insurance, depreciation of buildings, fittings and fixtures 
and fire sprinklers. If the laboratory or any other department 
takes up one-tenth, for instance, of the total floor space, then that 
proportion of these expenses must be allocated to it. 

2. Number of employees for overheads such as first aid, A.R.P. 
expense, etc. 

3. Wages paid for Workers’ Compensation Insurance, payroll tax, 
etc. 

4. Horsepower of electrical installations for determination of share 
of power, electrical repairs, hire of meters, etc. 

5. Steam consumption ratio for share of fuel, water, boiler main- 
tenance, stokers’ wages, etc. 

6. Capital value of plant of each section for split-up of depreciation, 
fire insurance, and other items. 


A great deal of care and patience with this allocation will be repaid 
if the results can be depended on for accurate costing figures. Some of 
the allocations are not easily determined and highly technical advice 
may have to be obtained. For instance, I once arranged for the 
appointment of a consulting steam engineer, who was able to tell as 
accurately as was possible the steam consumption of steam units, thus 
ending for all time differences of opinion held by the technical officers 
of the organisation. 
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CHARGE TO DEPARTMENTS 


This allocation of each expense item is firstly carried out on the 
budget allowances. This should be shown clearly on a properly ruled 
schedule. In the first column, against each expense item, is the budgeted 
allowance for the period ahead. This is allocated in columns across 
the page on the basis determined above over each department, including 
the service sections. Once each item is spread to the cost accountant’s 
satisfaction, the whole schedule is added and balanced across. We now 
have a total for each department. The next step is to re-allocate the 
expense chargeable to the service departments among the productive 
departments on the most equitable basis. This is best done in consul- 
tation with the head of the service department concerned. The chemist 
may know from his diary of experiments that he is servicing Department 
A 50%, Department B 35% and C 15%. The engineer will probably 
have some difficulty in providing an equitable basis for allocation, but 
some scientific determination such as the number of repair orders per 
department or value of repair labour to each will be used as being much 
preferable to mere guesswork. WHaving settled this problem, the total 
of laboratory or engineering expense is simply re-allocated over the 
productive departments on this basis and the whole schedule re-added 
and again balanced—this time without including the expenses which 
were chargeable to the service sections. This is now the correct figure 
of departmental expense on which to base the expense rate or other 
method of recovering overhead in, the costs. The usual methods are: 


(a) Percentage of expense to prime cost. 

(b) Percentage to direct labour. 

(c) Rate per hour of direct labour worked. 

(d) Rate per unit, viz., per gallon or per pound. 

(e) Machine hour rate. 

Whatever this rate is, it is now certain that the cost, heavy or light 
as it may be, of the departments who are aiding production in a service 
capacity, is charged correctly and scientifically to total production. 


CoMPARISON WITH: BUDGET 


The next step, having determined the appropriate expense rate and 
having incorporated this in standard costs, is to check the actual 
expenses as they occur with the budgeted allowance for each item and 
then to arrange the accounts in order to show the total cost of each 
service department. This will necessitate two lists of overhead items, 
both totalling the same figure but the second showing figures which 
indicate the total overall cost of the service departments. 

The machinery behind this is quite simple. List “A” shows budget 
allowance and the actual expense for each accounting period. This is 
obtained by entries from accounts for actual expenses incurred or, in 
the case of annual charges or semi-fixed and fixed expenses, by a 
transfer from the reserve accounts for such items. Expenses which 
can be determined only by taking stock, such as engineers’ supplies and 
coal consumption, must be determined by transferring all usage shown 
on the account after bringing in stock on hand. 

It is a good plan to show these figures in comparable form by 
carrying forward totals of both budget and actual items. By the end 
of the financial year all items should have come to hand and adjustments 
can be made to correct items which have been estimated or which have 
been subject to alteration. 
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This schedule having been completed, variations from budget can 
be observed at a glance and the reasons noted. In a form such as this, 
progressive variations can be noted and the opportunity is provided, 
should differences reach very large amounts, for budget allowances to 
be amended and costs revised. In this form, it could almost be termed 
a flexible budget as, obviously, the whole year would not be allowed to 
pass with old cost figures in use if it was proved that budgets were 
under- or over-allowed to any alarming extent. 

In order to transfer the proportionate expense allowance from the 
list of overheads to the service departments, a journal entry is made 
and the latter debited with its share of expenses. A simple example is 
as follows: 


Laboratory Expenses Dr. £33 10 10 

To Building Maintenance Cr. #10 2 7 
» Rates e a oe 
» Electric Light * Mm 2 
» Power “ = = 
» Fuel " ll 4 
», Manufacturing Supplies _,, 25 9 
» Indirect Wages m 7 4 3 


(Being department’s share of above 
expenses for month of May, 1942). 


The expense accounts, after transferring the amounts as above 
for each service department, now represent the totals applicable to 
production only. At the same time, the labour, material and overhead 
applicable to the service departments is being gathered in the one 
account for each, giving a total cost. 

There is just one point worthy of mention at this stage, viz., the 
procedure adopted when one service department services another 
service department. For instance, it is quite conceivable that the 
engineers would maintain and service plant in operation in the 
laboratory. The rule in such a case is that the total cost of engineering 
work must be found first, then allocated to all other departments serviced 
(including laboratory) and, subsequently, the portion done for other 
service departments is credited out and debited to their accounts. It is 
a process of elimination until the overheads applicable to productive 
departments alone remains. 


1 SECOND SCHEDULE OF OVERHEADS 


The stage is now set for a, further list of the overheads, which is our 
schedule “B.” This will not refer to budgets, but will show the amount 
remaining of the usual expense items and fresh accounts for plant 
maintenance, laboratory expenses, inspection charges, and planning 
costs, etc., which represent the total factory costs of each service 
department. One important point is to make sure that the total of 
schedule “B” is the same as that of schedule “A,” as the former is 
only a rearrangement of the latter. 

Schedule “B” has two useful functions: 

1. It shows the total cost of service work. 

2. It is essential in any check with factory labour or overhead figures 

on standard costs. 

The first item is, of course, obvious and its practical use in the 
management’s hands has been dealt with before in this article. The 
second function is equally as important from a costing point of view 
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because, it may be remembered, the overhead expenses applicable to 
the service departments had been firstly deducted and then re-allocated 
when dealing with the budget. In similar manner, the actual expenses 
must be transferred in order to compare correctly overhead costing 
rates and actual expenses incurred. This is important in any system 
of standard costing. 


CHARGING INSIDE WorK 


Another important aspect of service work is the cost of executing 
inside work such as the manufacture of plant and equipment for 
internal use and the arrangements for charging same to the respective 
accounts. These remarks apply almost exclusively to engineering work 
as this problem does not arise to any extent in any other service 
department. 

The first difficulty is to work out a rate for the department for the 
cost of its work. This may be an “all-in” cost for both labour and 
overhead, or it may be a cost per hour for expense only. It is 
important to separate, if possible, the cost of productive work and of 
maintenance work. This can usually be done quite simply if separate 
employees are engaged on these duties and the allocation can be simply 
taken on this basis, bearing in mind the usual rules regarding the 
split-up of expense. This rate, of course, should compare favourably 
with the figure charged for outside work of a similar nature. For 
instance, if it is recognised that 6/- per hour is the usual engineering 
charge for first-class work, costs above this figure are abortive and 
must be rigidly revised. 

Having arrived at a comparative cost per hour to recover overheads 
for productive engineering work, the next step is to transfer at this 
rate any work done in constructing the factory plant, in making fixtures 
and similar work. Some coricerns take the point of view that internal 
charges of this nature should be at the same rate as outside costs and 
that any profit of such a nature should be credited to the engineering 
department. Such may be sound reasoning from the point of view 
of that department, but is unsound from the aspect of true costing and 
is particularly dangerous in the case of plant, which, of course, is over- 
valued under such an arrangement. 

The transfer of these items, once costed, is effected by journal entry, 
debiting the accounts for plant, fittings, etc., and crediting engineering 
costs. If desired, this credit entry can be split into values for material, 
labour and overhead, which can be deducted from the engineering 
supplies, wages and expense accounts respectively. The effect of this 
journal entry is to leave debited in these accounts relating to engineering 
costs only the amount applicable to factory repairs and maintenance 
and the total is dealt with as being an expense. 


OutTsIvE Joss 


In order to complete this analysis, we must cover the handling of 
work for outside customers. The first care is, of course, to determine 
the soundness of doing such work from the angle dealt with above, viz., 
the relation of costs with the market price for such work outside. 
Having settled this point and proceeded with orders as required, the 
factory cost price of such work should be transferred in exactly the 
same manner as plant work to the appropriate outlet for such sales. 
If it is decided to leave all sales as a credit to trading account, then 
such work must find its place (at cost) to the debit of such account, 
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either as a transfer from manufacturing account or as an inclusion with 
the cost price of sales. This conforms with the principle of leaving all 
profits to the selling and trading department and transferring work 
done at cost price. Another advantage of this method, apart from the 
aspect of true costs, is to allow all the administrative costs to be charged 
on to a common unit, viz., the total factory production or the prime 
cost of such total production, including both factory output and engineer- 
ing production. This is particularly important if this is based as simply 
a flat percentage to such production. 

Service departments are to-day so essential to speedy and unhampered 
manufacturing operations that some care is necessary in costing and 
controlling their operations. This can be gone into very thoroughly or 
merely attended to of sheer necessity, but, in either case, the benefits 
will accrue according to the degree of attention to some of the principles 
I have outlined here and the attempts made to record total costs and 
allocations. 





Taxation Section 
Edited by J. A. L. Gunn, F.1.c.a. 


CoMMONWEALTH UNIFORM INCOME TAX 


In a judgment given on July 23, 1942, the High Court of Australia 
has held that the Uniform Income Tax legislation passed by the Com- 
monwealth Parliament is valid. In advices just received from the 
Secretary of the Taxpayers’ Association of New South Wales, the 
following are some of the effects of this decision: 

State Taxes on Intercst and Dividends—Payment of New South 
Wales Tax on interest and dividends paid to non-residents, in pur- 
suance of Division 14 of the New South Wales Income Tax Manage- 
ment Act 1941, should be discontinued forthwith. 

Income Tax Returns—The 1942 return forms were printed with 
provision for both Federal and State items of income and expenditure. 
In view of the decision sections of the forms relating to State Income 
Tax may be ignored. 

Generally returns will be lodged to the taxation office where previous 
years returns were lodged. Where the whole of the income is derived 
from New South Wales, the return should be lodged to Box 4197, 
G.P.O., Sydney. ‘This will also apply to a resident of New South Wales 
whose ex-New South Wales income consists of dividends, salary, etc. 
In other cases where the taxpayer derives income from more than one 
State the return should be lodged with the Deputy Federal Commis- 
sioner of Taxation, Box 769 G., G.P.O., Melbourne. Separate returns 
need not be furnished to the State Departments. 


LrecaL Expenses INCURRED IN UNSUCCESSFUL ACTION FOR 
INFRINGEMENT OF PATENT 

The following case illustrates the extraordinary difficulties so often 
experienced by tribunals in differentiating between income and capital 
expenditure: 

A taxpayer, A, had been granted letters patent for a certain invention 
which he then began to use for the purposes of his business. A former 
employee, B, later set up a similar business and, without license, used 
the invention. A took action against B for infringement of the patent, 
etc. The action was unsuccessful, the final decision being that the 
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specifications were invalid by reason of prior common knowledge and 
public user. The specifications of the patent were subsequently 
amended, and the patent as amended still stood at the time of the hear- 
ing. The taxpayer continued to use the invention in his business, and 
others, without his permission, continued to use it for similar purposes. 

The claim before the Board of Review was for deductions of the 
expenses incurred by the taxpayer in connection with his unsuccessful 
legal action. A majority of the Board held that these were deductions 
allowable under Section 51 (1) because, in their opinion— 


(1) To the extent to which the invention was used by unlicensed 
persons, taxpayer was deprived of business custom and assessable 
income which should have been the produce of his monopoly. It 
was putting taxpayer’s claim at its lowest to state that expenses 
incurred by him to obtain damages for deprivation of business 
income and to prevent further deprivation were incidental and 
relevant to the operations or activities regularly carried on by the 
taxpayer for the production of income—see per Dixon J. in Nevill 
v. F.C. of T. ( (1937) 56 C.L.R. at p. 305). It followed therefore 
that the expenses were incurred in gaining or producing the 
assessable income. 

(2) The expenses were “necessarily incurred in carrying on a business” 
for the production of income. This opinion, in view of the circum- 
stances of the case, would be unaltered even if the effect of the 
word “necessarily” was to prevent the allowance under this par- 
ticular provision of expenditure not incurred as a matter of business 
necessity. 


(3) The expenses were not losses or outgoings of capital or of a 
capital nature. 

In support of (3) the following reasons were given: 

“Taxpayer incurred the expenses in order partly to obtain damages 
for, and partly to prevent a continuation of the unlicensed use by B 
of an invention, the exclusive use of which was granted to taxpayer 
(and his licensees) by letters patent. The damages suffered by the 
taxpayer could fairly be measured either from the profits made by B 
from the use of the invention or from the profits which taxpayer would 
have made if there had been an authorised use of the invention (by him 
or his licensees) to the extent to which it was used by B. 

“The expenses were therefore incurred partly for the purpose of 
obtaining damages as compensation for the loss of assessable income— 
we are not concerned to decide whether damages, if received, would have 
been assessable income—and partly for the purpose of preventing the 
loss or diversion of assessable income. If the purpose had been 
achieved, taxpayer would not thereby have acquired an asset, advantage 
or benefit which would have endured in the way that fixed capital 
endures. The advantage or benefit resulting from the decision would 
have been the produce of the capital asset (his patent) -which he 
possessed before he instituted his action. The fact that taxpayer’s 
action failed is not a relevant consideration but, if it were, it could be 
said, @ fortiori, that taxpayer has not acquired any capital asset or ad- 
vantage as the result of his expenditure. 

“In the Anglo-Persian Oil Co. Ltd. v. Dale ( (1931) 16 Tax Cas. at 
p. 267) Lord Hanworth, M.R., described a test actually applied by him 
in another case by the following paraphrase: 

“*... if the expenditure is not to secure an asset, but to enable the 
business to continue its same course as before, and only to remove a 
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difficulty in carrying the business on the same lines as before, then 
the expenditure is from revenue, and not from capital.’ 

“We consider that this paraphrase describes, in general terms, the 
purpose and character of the expenses in question in the present case. 
For that reason, and for the other reasons given, we have formed the 
opinion that those expenses are not to any extent losses or outgoings 
of capital or of a capital nature. 

“In the Commissioner of Taxes v. Ballenger & Co. Ltd. ( (1903) 
23 N.Z.L.R. 188) it was held that legal expenses incurred in unsuc- 
cessfully defending an action for the infringement of a patent were 
‘money used or intended to be used as capital.’ As a defence in the 
action for infringement the taxpayer set up a patent which it had 
obtained for itself but which, as a result of the action, was held to be 
wholly invalid. The case cited—which was decided in 1903—was 
dealt with by the Court upon the basis that the legal expenses were in- 
curred in defending an attack on the taxpayer’s patent, whereas in 
reality the expenses were (involuntarily) incurred in defending an 
action for the infringement of the plaintiff’s patent. We would hesitate 
to treat the decision as an authority even if the facts of this case were 
similar. However, the New Zealand case is in no sense comparable 
with this, whether regard is had to the cause or the purpose (if there 
could be said to be a purpose) or the consequences of the expenditure 
from the standpoint of the taxpayer concerned.” 

The other member of the Board took the view that the expenses in 
question were outgoings of a capital nature. He based this view on 
the decision of the High Court in Associated Newspapers Ltd. v. F.C. 
of T.; Sun Newspapers Ltd. v. the same, and cited the remarks of 
Dixon J. in which reference was made to “the distinction between the 
business entity, structure or organisation set up or established for the 
earning of profit and the process by which such an organisation operates 
to obtain regular returns by means of regular outlay” (61 C.L.R. at 
p. 359). 

In that case moneys paid to a prospective competitor with the object 
of preventing intended competition were held to be expenditure of a 
capital nature. There could hardly be any room for doubt that the 
decision would have been the same if the moneys were paid to procure 
the cessation of existing competition. Had the expenses under review 
been incurred by the taxpayer for the purpose of “buying out” B, 
they would (it was thought) have been an outlay of capital. Taxpayer, 
however, believing that his “profit-yielding subject” was adequately 
protected by patent rights, sought to remove the competition by 
instituting legal proceedings. If he had succeeded, the value of his 
patented process would have been substantially enhanced and his com- 
petitors would have been either restricted to other processes or com- 
pelled to treat with him for permission to use his invention. These 
results were not merely anticipated but striven for: they were the 
purpose for which the expenditure was incurred. In other words, the 
object of taxpayer’s legal action against B was to gain an “enduring 
benefit” i.e. a benefit “which endures in the way that fixed capital 
endures”—per Rowlatt J. and Romer L.J. in the Anglo-Persian Oil 
case ( (1931). 16 Tax Cas. at pp. 262 and 274). 

“Expenditure of a revenue nature has for its immediate object an 
increase of assessable income. Here the immediate object was some- 
thing else. The expenditure under notice was incurred in order to 
protect the patent which evidently was taxpayer’s principal asset. Its 
purpose was to strengthen and enlarge the source of his income. It was 
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incurred for the benefit of the ‘business entity, structure or organisation,’ 
and not in the course of operations ‘to obtain regular returns by means 


of regular outlay.’ 
“Even if it were conceded that the production of assessable income 


was the object (or one of the objects) of the expenditure, this would not 
| decide its character: capital expenditure is invariably directed to that 
end.” 
Held (by majority)—That the expenditure in question was deduc- 
tible under Section 51 (1) ( (1940) 9 C.T.B.R. Cas. 43). 


New Scace or Tax DEDUCTIONS 

The High Court having upheld the Commonwealth uniform tax legis- 
lation, a new scale of income tax deductions from wages began to operate 
from August 1. 

The following table, which has been supplied by the Federal Com- 
missioner of Taxation, shows the new scale for salaries or wages up to 
£30/10/- a week. Above this sum a flat rate of 8/- in the £ will auto- 
matically operate, with deductions according to the number of dependants ; 
although the taxpayer, if he wishes, may apply to his employer to increase 
the deductions to cover his liability on a high salary which the automatic 
flat rate of 8/- in the £ will only partly offset. 
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soo. § 50. ogo. @é@ée..8480.86386. ooesé. _- . - 
550. 510 0. @11 ©. O09 T Oee 04 One O9BOewe OB. ooeé. _ 
510 0. 515 0. ewe. 88e.. 88S O0.83O0. 862386. 0ooé6é. = 
615 0. 600.. 015 0. om ew OES. 88 B- @2e. 5 8 @ e 60086 
6oo. 610 0.. 017 0. 012 0..080.. 060. 040. 238s. 010 
@iwo. 97 O@Ow 3 0 Ou 016 80.. 010 80. 68 6. 060. 040. 020 
700. 710 0.. 13 0.. 016 O.. 012 0.. 010 0. ose. @@ee. 040 
710 0. @@eew.3%68. oi9 0. 0140.. 012 0... 010 0... 08 0.. 060 
soo. 8@e@. 88 O80. 1313 8. 017 0.. 01440.. 0123 0.. 010 0.. 080 
#10 0. 900.1130.2.#3165 0. 100. 017 0.. 014 0.. 0123 0 .. 010 0 
900. 910 @.. 13 @w 1 8 Ow. 13 8; 100.. 017 0.. 0140,.. 0123 0 
8910 6 .. 1010 © .. 32 1 @ oe 2113 ©... 1 6 O.. 13 Oue 2 OB oe O17 O oe O18 @ 
3320 6 oo 13 20 OB ceo 39 FT Ooo 3238 O.. 12 6. 18 @.c 18 @ oe 13 8 oe 8139 © 
1110 0..1210 0 .. 21440..240. 316 6.0. 238 ©... 3130 © we 32 9 O ee 38 € O 
1210 0..1330 0..320.. 211 0. 230. 23@@.w. 17 Ow. IMO. 111 0 
1310 0 .. 1410 0.. 310 0.. 219 0. 210 0. S3YOee 828686. 3180. 118 0 
14410 0..1510 0... 318 0..370. 218 0... 215 0.. 212 0. 296. 260 
1510 0..1610 0... 460.. 315 0.. 360. 336.3868. WW 8 e« 214 @ 
3610 © .. 19 10 6 og 42M Our 63 GO. FO. FTO. SBS. 3606. 320 
1710 0 1310 @.. &6 40.413 0..4232060. 319 0.. 316 0. 313 0. 310 0 
#10 0..1910 0. 5140. §20. 413 @.. 4839080. 4686. 430. 400 
1910 0. ®@e@. 6486. §12 0. §386.. 431 6. 4160. 413 0. 410 0 
210 0.. 2110 0.. 61440.. 620.. 512 0.. 590. §$¢6e6. $306. 5 0 0 
=we.BwWe. 3 § @.« €12 0. 636.. $19 @. $160. 513 0. $0 0 
=wmee8. BeBe. THE. 7386. 613 0. 610 0. Az 640. 6 10 
wwe. 8BBWe. &©SO. TH DO. 7 = Os 7 2 Os 6i8@o0. 615 0. 612 0 
24410 0 .. 32510 0, 900. @so. 715 0. 37 6. 706 .« 7606. 730 
2310 0.. 2610 0.. 912 0. 8160. 860. 8@3e6. soo, 717 0. 714 0 
210 0..3710 0..19 40, 980. 618 0.. 815 0, 812 0, $8ese. 860 
2710 0 .. 2810 0 .. 1016 0..19 0 0.. 910 0. 8970. Bt ea 2 Pe 818 0 
2810 0 .. 2910 0... 11 8 0 .. 1012 0..10 20.. 919 0... 9160, 913 0. 910 0 
210 0 .. 3010 0 .. 12 0 0 ..11 40..1014 0..1011 0.. 00 80,.. 10 5 0... 1020 
3010 0 .. upwards B/in & .. 8/in & ..8/in £& ..8/in & ..8/in £2 .g SSin & ..8/in & 
(less 16/ (less 28/ (less 31/ (less 34/ (less 37/ (less 40/ 
& week) @ week) & week) ® week) & week) & week) 


* Salary or wages will be taken to include board at 15/- a week and quarters 

at 5/- a week. 

Where there are more than six dependants the deductions shown for a taxpayer 
should be reduced as follows: Between £5/15/- and £10/10/- a week by 2/- for each 
are after the sixth; above £10/10/- a week by 3/- for each dependant after 
the sixth. 


Dependants’ Rebates 


Every employee who claims a rebate of tax instalment deductions in 
respect of dependants must fill in and furnish to his employer the form 
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of Declaration showing the particulars of the dependants as at 30th 
June, 1942, in respect of whom he claims a rebate. Previous De- 
pendant Forms cannot be recognised after 31st July, 1942. 


Money-LENDING BUSINESS 


In his return of income year ended June 30, 1937, the taxpayer 
described himself as a “financier.” Included in the return as income 
from personal exertion was the sum of £1,302 interest received on money 
lent. He claimed under s. 63 (1) a deduction of £91 as a bad debt 
written off in respect of money lent. In previous returns he had 
described himself as a “company director” or “company manager” and 
had returned interest derived as income from property. He was not 
registered as a money lender nor did he advertise as such. As the 
bulk of the interest received was from loans secured by mortgage of 
real estate, interest received during year ended June 30, 1937, was 
assessed as income from property and the bad debt was disallowed. The 
taxpayer objected on the ground that he was carrying on the business 
of money-lending and that it was his principal business. 

The taxpayer had offices where he conducted his own affairs and 
carried out the duties of managing director of two companies. His 
own affairs consisted of the placing of money on loan, the collection 
of rents and interest, and the carrying out of arrangements under which 
buildings were erected for him as rent-producing investments or for 
sale. Although the great majority of the loans were secured by mort- 
gages of real estate, several were secured by sundry means such as 
promissory notes, a life policy, a motor car, etc. It was the taxpayer's 
practice to inspect periodically every property offered to him as security 
for a loan. He also, as an insurance agent, attended personally to 
every insurance of the properties over which he held securities. He 
gave close and constant attention to repairs, renewals and maintenance 
in respect of the subject properties and to the payment of rates by his 
borrowers, the mortgagors. He spent more than half his business hours 
in attending to activities connected with his lending of money. On 
July 1, 1936, there were 76 loans in existence, the balances owing 
totalling £13,930. The taxpayer’s total net assets on that date were 
£24,258. More than 50 per cent. of his gross revenue for the year con- 
sisted of interest, the rates ranging from 5 to 8 per cent. The majority 
of the loans were repayable by weekly, fortnightly or monthly instal- 
ments. 

Held by the Board of Review: 

(1) The taxpayer’s principal business during the year under review 
consisted of the lending of money and that, therefore, interest 
derived by him was income from personal exertion (9 C.T.B.R. 
Cas. 72). 

(2) The amount claimed as a bad debt was an allowable deduction 
under s. 63 (1) (b) (9 C.T.B.R. Cas. 27). 

The facts in the above established “the business-like character of 
taxpayer’s money-lending activities not only as to volume, repetition 
and continuity, but also as to the employment of system” at p. 96. “In 
the present case the Board was able to link up the number and magni- 
tude of the taxpayer’s advances not merely with his resources and with 
his other business and income-earning activities but also with his 
system of laying out and getting in his money. Although taxpayer's 
loans were mostly secured by mortgages on real property, his system 
seemed to be to secure the maximum turnover of his money-lending 
capital by means of the regular and frequent—in most cases, weekly— 
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repayments of principal. This, in the Board’s opinion, designated the 
money-lender as distinct from the investor. On the evidence as to 
repayment of principal at frequent intervals over relatively short terms, 
investment was not a legitimate conclusion—see the remarks of Isaacs 
J. in Lapin v. Abigail (44 C.L.R. at p. 193),” at p. 97. 

Having held on the facts that the taxpayer carried on the business 
of the lending of money, which established the taxpayer’s claim for the 
allowance of the bad debt, the Board also held that that business was 
his principal business with the result that interest derived therefrom 
was income from personal exertion. The following is an extract from 
the Board’s decision on this point: 

“We have no doubt that the question whether the taxpayer’s principal 
business consisted of the lending of money is also one of fact. On this 
question we consider that we have even more reason not to confine 
ourselves to the money-lending activities of the year under review than 
we had on the first question for decision. A business is a continuity 
and not a series of separate annual compartments. 

“For the purpose of deciding what is the principal business of any 
person, it appears to us to be essential to discover in what particular 
business activity or activities that person, respectively, employs the most 
capital, derives the greater part of his profit or income and expends 
the greater part of his time and attention, i.e., his personal exertion.” 

The evidence showed (a) that the capital employed by taxpayer in 
money-lending constituted the greater part of the capital employed in 
his business activities as distinct from his investments; and (b) that the 
income derived from money-lending constituted the greater part of his 
income from business. After commenting on these facts, the Board 
proceeded to say— 

“We are satisfied on the evidence that more than half of taxpayer’s 
personal exertion was devoted, to his money-lending activities. Further- 
more, we do not entirely dissociate taxpayer’s business as a managing 
director of” (two companies) “from his money-lending activities. We 
think that his position in those companies afforded him additional 
avenues for making short-term loans. 

“Upon the facts and for the reasons stated we find that taxpayer’s 
principal business during the year under review consisted of the lending 
of money.” 



















































PAYMENT OF COMMONWEALTH INCOME TAX TO HAVE PRIORITY OVER 
ALL OTHER STATES 
The following new section, 221, has been inserted in the Common- 
wealth Income Tax Assessment Act by the amending Act of 1942: 
“(1) For the better securing to the Commonwealth of the revenue re- 
quired for the efficient prosecution of the present war— 

(a) a taxpayer shall not pay any tax imposed by or under any 
State Act on the income of any year of income in respect of 
which tax is imposed by or under any Act with which this 
Act is incorporated until he has paid that last-mentioned tax 
or has received from the Commissioner a certificate notifying 
him that the tax is no longer payable; and 

(b) notwithstanding anything contained in any other Act or 
State Act— 

(i) a person who is a trustee within the meaning of the 
Bankruptcy Act 1924-1933 shall apply the estate of the 
bankrupt in payment of tax due under this Act (whether 
assessed before or after the date of the order of seques- 
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tration) in priority to all other unsecured debts other 
than debts of the classes specified in paragraphs (a), 
(d) or (e) of sub-section (1) or section eighty-four 
of that Act; and 
the liquidator of a company which is being wound up 
shall apply the assets of the company in payment of 
tax due under this Act (whether assessed before or 
after the date of the commencement of the winding up) 
in priority to all other unsecured debts: 
Provided that, where, under the law of any State relat- 
ing to the payment of debts on the winding up of a 
company, debts of the classes specified in paragraph (a), 
(d) or (e) of sub-section (1) of section eighty-four of 
the Bankruptcy Act 1924-1933 are preferred to all un- 
secured debts due to the Crown in the right of that State, 
debts of those classes may also be paid in priority to any 
tax due under this Act. 
Penalty: One hundred pounds or imprisonment for six months, 
or both, and, in addition, the court may order the person, trustee 
or liquidator, as the case may be, to pay to the Commissioner a 
sum not exceeding double the amount of tax due by him, or by 
the bankrupt estate or company in liquidation, as the case may 
be, on the date on which the offence occurred. 

(2) This section shall have operation during the present war and 
until the last day of the first financial year to commence after 
the day on which His Majesty ceases to be engaged in the present 
war and no longer.” 

The new section provides, in effect, that Commonwealth income tax 
shall be paid in priority to any State income tax assessed during the 
present war (commencing with income year ended June 30, 1942) and 
for one financial year thereafter. All taxpayers, including trustees of 
bankrupt estates and liquidators of companies, are required to observe 
this priority. 

Section 3 of the Commonwealth Income Tax Act of 1942 provides 
that “the Income Tax Assessment Act 1936-1942 shall be incorporated 
and read as one with this Act.” The two Acts are separate legislative 
enactments so as to avoid conflict with s. 55 of the Commonwealth 
Constitution, but, by s. 3, they are to be read as one for administrative 
purposes. 

Section 1 (3) of the Commonwealth Income Tax Assessment Act 
1942 provides that “the Principal Act as amended by this Act, may be 
cited as the Income Tax Assessment Act 1936-1942.” The “Income 
Tax Assessment Act 1936-1942” is merely a collective title for the 
Assessment Act of 1936 as amended by subsequent Acts, including the 
1942 Act. But s. 1 (3) of the Income Tax Assessment Act of 1942 
does not incorporate that Act with the 1936-1941 Act. 

Section 221 (1) (a) provides that a taxpayer shall not pay any tax 
imposed by or under any State Act on the income of any year of income 
in respect of which tax is imposed by or under any Commonwealth 
rating Act with which this Act (i.e. the Commonwealth Income Tax 
Assessment Act 1942) is incorporated until he has paid “that last- 
mentioned tax.” It is clear that the only rating Acts with which the 
1942 Assessment Act is incorporated are the 1942 Rating Act and the 
Rating Acts of subsequent years, subject to the limitation imposed by 
s. 221 (2) namely until the last day of the first year of tax to commence 
after the day on which the present War ceases. 
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It follows from the above that the words “that last-mentioned tax” 
can refer only to Commonwealth tax on income derived during income 
year ended June 30, 1942 (or substituted accounting period) and subse- 
quent income years, and to State income tax levied on the income of 
those income years. A taxpayer is not, therefore, prohibited under new 
s. 221 from paying any State assessments in respect of income year 
ended June 30, 1941 and previous years. The priority in favour of 
Commonwealth income tax contained in s. 221 applies only in respect 
of assessments based on income year ended June 30, 1942 and subsequent 
years. 

Bankrupt Estates 

A trustee of a bankrupt estate is required to apply the estate in pay- 
ment of Commonwealth income tax assessed in respect of income year 
ended June 30, 1942 (or substituted accounting period) and subsequent 
income years until the expiration of s. 221 in priority to all other 
unsecured debts other than debts of the classes specified in s. 84 (1) 
(a), (d) or (e) of the Commonwealth Bankruptcy Act 1924-1933 viz.: 
“(a) Firstly, in payment of the costs of administration in the order 

prescribed by the rules including: 
(i) the taxed costs of the petitioning creditor; and 
(ii) the remuneration of the trustee; 

(d) Secondly, in the case of the estate of a deceased debtor, in pay- 
ment of the proper funeral and testamentary expenses incurred 
by the legal personal representative of the deceased debtor ; 

(e) Thirdly, in payment of all wages or salary of any clerk, servant 
labourer on workman (not being the wife, husband, child, parent, 
brother or sister of the bankrupt), not exceeding Fifty pounds, 
whether payable per time or piece work, in respect of services 
rendered to the bankrupt within four months before the date of 
the sequestration order.” 

Liquidators of Companies 

The liquidator of a company is required to apply the assets of the 
company in payment of Commonwealth income tax assessed in respect 
of income year ended June 30, 1942 (or substituted accounting period) 
and subsequent income years until the expiration of s. 221, in priority 
to all other unsecured debts, except that where, under a State Com- 
panies’ Act, debts of the classes specified in s. 84 (1) (a), (d) or (e) of 
the Bankruptcy Act are preferred to all unsecured debts due to the 
State, debts of those classes may also be paid in priority to Common- 
wealth income tax. 

NaTIONAL SEcurITY (VALUES FoR LAND Tax) REGULATIONS 


The above regulations provide that the values for purposes of Com- 
monwealth Land Tax are pegged at the values assessed in respect of 
the financial year beginning on July 1, 1939 (that is, in respect of land 
owned as at June 30, 1939) in.the case of all assessments of land tax 
issued after March 13, 1942 (date of commencement of new regulations) 
for the financial year beginning on July 1, 1940 (that is, land owned as 
at June 30, 1940) and for each financial year thereafter. These regu- 
lations were discussed in the May 1942 issue of the Journal (p. 216). 

The above regulations (Statutory Rules No. 128 of 1942) have been 
amended by Statutory Rule No. 283 (dated June 24, 1942) to the 
effect that where the value of any land or interest therein has: 

(a) prior to March 13, 1942, or 
(b) after that date but in pursuance of any objection or protest lodged 
with ‘the Commissioner prior to that date, 

B 
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been assessed as at June 30, 1940, or June 30, 1941, at a value lower 
than the value as at June 30, 1939, the lower value shall be adopted 
for all assessments to which the regulations apply. 

Where a taxpayer had succeeded, by way of objection or compromise, 
in establishing a lower value of any land or an interest therein as at 
June 30, 1940 or 1941, as compared with June 30, 1939, the Commis- 
sioner, under the provisions of the original regulations, was justified in 
disregarding that lower valuation and could adopt the higher value as 
at June 30, 1939. The amendment places the matter in order and 
taxpayers concerned should apply to the Commissioner for amended 
assessments. 

CoNCESSIONAL REBATES IN THE CASE OF PARTNERS 

New s. 93A of the 1942 Commonwealth Assessment Act provides 
that where rebateable gifts (s. 160 (2) (g)) concessional rates and land 
tax (s. 160 (2) (h)); or rebateable calls (s. LJ6OAA) are paid out of 
moneys forming part of the assets of a partnership, each partner shall 
be deemed to have paid such portion of the amount of those gifts, rates, 
taxes or calls as is proportionate to his individual interest in the net 
income of the partnership. 

A partnership itself is not liable to pay Commonwealth income tax, 
but each partner is assessable in respect of his individual share of the 
partnership net income. As tax is not payable by the partnership it 
was necessary to provide for the allowance of the concessional rebates 
in the individual assessments of the partners. 

Example 

A and B carry on business in partnership sharing profits in the follow- 
ing proportions : 

A five-ninths; B four-ninths. The partners have no separate in- 
comes. The net income of the partnership for year ended June 30, 1942, 
was £9,000. During the year the partnership paid £44 rates on vacant 
land owned by it and gave £55 to public hospitals. 


A’s assessment 





Taxable income: 


Five-ninths of £9,000 = £5,000 

Tax on £5,000 at personal exertion 
rate of 161:956d. in £ = 3,374 2 0 

Five-ninths of rates and gifts £99 = £55 

Rebate on £55 at 161-956d. in £ = 37 2 0 

Net tax payable £3,337 0 0 
Taxable income: B's assessment 

Four-ninths of £9,000 = £4,000 
Tax on £4,000 at 148:°445d. in £ = 2,474 2 0 
Four-ninths of rates and gifts £99 = £44 

Rebate on £44 at 148°445d. in £ = 27 4 0 

Net tax payable £2,446 18 0 


CONCESSIONAL REBATES IN THE CASE OF Trust ESTATES 


New s. 100A of the 1942 Commonwealth Assessment Act provides 
that where rebateable gifts (s. 160 (2) (g)); concessional rates and 
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land tax (s. 160 (2) (h)); or rebateable calls (s. LJ6OAA) are paid 
by a trustee in respect of the trust estate, the trustee and each beneficiary 
who is liable to be assessed in respect of a share of the net income of 
that trust estate shall be deemed to have paid such portion of the amount 
of those gifts, rates, taxes or calls as bears to that amount the same 
proportion as his share bears to the total net income of the trust estate. 

As a general rule, the trustee of a trust estate is not liable to pay 
tax, but each beneficiary who is not under a legal disability and who is 
presently entitled to his share of the income of the trust estate is 
assessable in respect of that share. 

As, ordinarily, income tax is not payable by the trust estate, it was 
necessary to provide for the allowance of concessional rebates in respect 
of gifts made or rates, land tax, and calls paid by the trustee to be 
allowed in the individual assessments of the beneficiaries. In those 
isolated cases where the trustee is liable to pay tax a proportionate 
part of the rebate is allowable from that tax. 


Example: 

The net income of a trust estate for year ended June 30, 1942, 
amounted to £3,000 all derived from property. A beneficiary is pre- 
sently entitled to £2,000 of such net income and the remainder is 
assessable in the hands of the trustee. During the income year the 
trustee paid £450 in calls to a gold mining company. The beneficiary 
also derived £500 in dividends during year ended June 30, 1942. 


Assessment of beneficiary 
Share of net income of trust estate .. .. £2,000 
Dividends .. . 











Taxable income from property .. .. .. £2,500 
Tax on £2,500 at 139-36d. = £1,451 13 0 
Rebate in respect of calls 
paid by trust estate— 
Calls deemed to be paid by 
beneficiary— 


Ss of £450 — £300 


£300 rebateable at one- 
third of rate applicable 
to a taxable income from 
personal exertion of 
a 3-312d 
113-312d. 
£300 at — Jann — 


Net tax payable by beneficiary £1,404 9 0 





47 4 0 


Assessment of trustee 
Share of net income to which no beneficiary 
is presently entitled .. .. .. .. .. .. £1,000 


Tax on £1,000 at 76°787d. = £319 19 O 
Rebate in respect of calls 
paid by trust estate— 
Calls deemed to be paid by 
trustee— 
1,000 


3,000 of £450 = £150 














388 THE AUSTRALIAN ACCOUNTANT AUGUST 


£150 rebateable at one- 
third of rate applicable 
to a taxable income from 
personal exertion of 


£1,000— 
61:43d. 
£150 at — =z 12 16 0 
Net tax payable by trustee £307 3 O 


AMENDMENTS TO NEw SoutH WALES INCOME TAx 
MANAGEMENT ACT 


The following amendments have been made to the New South Wales 
Income Tax Management Act 1941 by Acts Nos. 4 and 10 of 1942:— 


Exemption of Pay and Allowances of Members of Allied Forces 
and Certain Civilian Personnel 


New s. 19 (y), inserted by Amending Act No. 4 of 1942, exempts 
from New South Wales income tax the pay and allowances of members 
of the Forces of the United States of America and other Allied nations 
and also the civilian personnel, who are nationals of those nations, and 
who are employed in Australia by Governments of Allied countries in 
connection with the conduct of the present war. 


Deduction of Gifts to Funds Established for Comfort or Welfare 
of Forces of Allied Nations 


By an amendment to s. 87 (2) (a) (ix) made by Act No. 4 of 1942 
a deduction is allowed in respect of gifts to public funds established and 
maintained for the comfort, recreation or welfare of the Forces of the 
Allied nations serving in Australia. This deduction is subject to 
s. 87 (2) (b) which provides that the total sum allowable by way of 
deduction in respect of allowable gifts shall not exceed £100. 


Deduction of Gifts to “New Sydney Fund” 

New s. 87 (2A), inserted by Act No. 4 of 1942 provides for the 
deduction of gifts to the “New Sydney Fund.” A special provision 
has been inserted in the Act (s. 87 (2A) (b)) for the purpose of 
honouring an undertaking given the New South Wales Government 
that these gifts, would be allowed as deductions irrespective of the 
amount of the gift. 


Example: 


Gifts made during income year to:— 
(a) Gift to Commonwealth for purpose of defence £400 


(b) Gift to public hospital .. .. .. .. .. .. . 


(c) Gift to “New Sydney Fund”... .......... 300 
£710 

Allowable deductions :— 
foe ae Cee GOS OP ces ce 2s 00 oo 1s fe 
Sie Ge Ot UD oc we.oe 6%. 06, 40 00. os: Ce 
Total of allowable gifts .. .. .. .. .. .. £400 
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Rebate to Resident on Income Derived out of New South Wales 

Section 204 of the 1941 Act reads as follows :— 

“Where a resident derives income from a source out of this State 
and any tax other than tax imposed by the Parliament of the Common- 
wealth is paid by him out of this State and within the British Empire 
on that income he shall be entitled to a rebate in his assessment of an 
amount equal either to the tax (not being tax imposed by the Parlia- 
ment of the Commonwealth) so paid or to the tax payable under this 
Act on that income, whichever is the less.” 

That section has been amended by Act No. 4 of 1942 to read as 
follows :— 

“Where a resident derives income in any State or country out of 
New South Wales but within the British Empire and any tax other than 
tax imposed by the Parliament of the Commonwealth is paid by him in 
that State or country on that income he shall be entitled to a rebate 
in his assessment of an amount equal either to the tax (not being tax 
imposed by the Parliament of the Commonwealth) paid on that income 
in the State or country in which the income is derived or to the tax 
payable under this Act on that income, whichever is the less.” 

In his second reading speech the Minister for Justice said that the 
object of s. 204 was “to calculate the rebate of tax upon income derived 
in each State or country outside New South Wales according to the 
amount of tax paid on the income in the particular State or country. 
When the Bill was passed, it was clearly understood that income earned 
in different States and countries was to be regarded as separate income, 
but one or two taxpayers have taken the view that they can aggregate 
the taxes paid outside New South Wales for the purpose of determining 
the amount of rebate. That was never the intention of the Act. The 
intention was that income earned, say in the United Kingdom and 
Victoria, should be regarded as separate income. The contention of 
these taxpayers is considered not to be in accordance with the Act as 
it now stands, but the particular section—section 204—is being amended 

to express more clearly the intention of the section and the interpre- 
tation which has been applied to it since the Act was passed.” 


Collection of New South Wales Income Tax by Installments 

The definition of “employee” contained in s. 276 has been amended 
by Act No. 4 of 1942 to include any member of the Defence: Force of 
the Commonwealth. The Minister for Justice stated that the Com- 
monwealth Crown Solicitor had advised that, in his opinion, the word 
“employee,” as previously defined, covered volunteers but did not 
include compulsory trainees. The above amendment is designed to 
include all members of the Defence Forces on home service who are 
liable to tax, including compulsory trainees. 


Unregistered Tax Agent Not to Charge Fees 

Section 341 of the New South Wales Income Tax Management Act, 
1941, has been amended by Act No. 10 of 1942 as follows :— 

The words “a solicitor, or” have been omitted from subs. (1). 

A new sub-section (1A) has been inserted which provides that s. 341 
(1) shall not apply to any solicitor or counsel acting in the course of 
his profession in any litigation or so acting in an advisory capacity in, 
or in connection with, the preparation of a taxpayer’s return. 

As a consequence of the above amendments, the references to a 
solicitor in s. 342 have been omitted from that section. 

In his second reading speech the Minister for Justice explained that 
the 1941 Act provides for the registration of tax agents and for the 
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constitution of a board to deal with such registrations. It also makes 
registration compulsory in the case of persons who charge fees for the 
preparation of income tax returns, but solicitors were exempted from 
this requirement. The position was, therefore, that whereas accountants 
who carry on this work must apply for registration and pay the pre- 
scribed fee, solicitors were not subject to any control by the Board. 
As a considerable number of solicitors carry on the work of preparing 
income tax returns, the Board regarded the position as anomalous, and 
the Act has, therefore, been amended so as to remove the previous 
exemption in favour of solicitors, thereby placing them on the same 
footing as other persons who prepare income tax returns, etc., for 
clients. An exception has been made in the case of a solicitor or counsel 
acting in the course of his profession, in any litigation, or in an advisory 
capacity, in connection with the preparation of returns. New s. 341 
(1A) provides that the registration requirements shall not apply in 
those circumstances. 


Lire AssURANCE CoMPANIES 
Treatment Under Commonwealth Uniform Act 

The object of the Commonwealth amending income tax legislation 
of 1942 is to provide a system of uniform income tax to produce sub- 
stantially the same total amount of revenue as was previously received 
from the combined Commonwealth and State income taxes. At the 
same time it was necessary, wherever possible, to leave each income 
group and each class of taxpayer in substantially the same position as 
before. One of the many difficult problems was the taxation of life 
assurance companies. 

The Commonwealth Income Tax Assessment Act of 1936-41 con- 
tained a special concessional deduction allowing life assurance companies 
a deduction of 4 per cent. of their calculated liabilities. This allowance 
is not contained in any of the State Acts. 

As previously stated, the object of the new legislation was to obtain 
substantially the same yield in income tax under the uniform plan as 
was previously obtained by the Commonwealth and States and in order 
to do this in the case of life assurance companies either— 

(a) the special Commonwealth deduction had to be withdrawn, in 
which case the rate of tax had to be greatly reduced; 

(b) the deduction had to be maintained, in which case the rate of ‘tax 
had to be substantially increased; or 

(c) the deduction had to be modified to an extent which enabled the 
rate of tax to be kept approximately in line with that applicable 
to other companies. 

The Government adopted the third course, which it is thought will 
not only yield the same total amount of revenue but will leave the 
individual companies nearer to their previous positions than if either of 
the first two courses had been adopted. 

Nevertheless, the Commonwealth Treasurer pointed out in his second 
reading speech on the Assessment Bill that, as time did not permit of a 
thorough examination of the situation, the Government had reserved 
to itself the right to re-examine the position during the next financial 
year and to make any further amendments that are deemed to be 
reasonable in the circumstances. 

F The amendments made by the 1942 Commonwealth Acts are as 

ollows :— 

(1) Section 115 of the Assessment Act has been amended to provide 
for a deduction of an amount equal to three per cent. (instead of 
four per cent., as previously) of that part of the calculated liabilities 
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of a life assurance company at the end of the year of income, which 
bears to such calculated liabilities the same proportion as the 
value at that date of the assets from which the company derives 
assessable income bears to the value at that date of all the assets 
of the company. This is virtually a reduction of 25 per cent. of 
the amount previously allowed to life assurance companies in 
calculating their taxable income. 

(2) The Seventh Schedule to the 1942 Rating Act provides for the 
following rates of tax on the taxable incomes of life assurance 
companies :— 

(a) In the case of a life assurance company which is a mutual life 
assurance company—the rate is 60d. for e ery £ of its taxable 
income. N.B.—A “mutual life assurance company” is de- 
fined by s. 110 of the Assessment Act as “a life assurance 
company the profits of which are divisible only among the 
policyholders.” 

(b) In the case of a life assurance company, other than a mutual 
life assurance company, the rates of tax are:— 

(i) In respect of so much cf that part of its taxable income 
which has been derived from its life assurance business 
as bears the same proportion to such part of the taxable 
income as the amount of the profits divided for the same 
year of income among the life assurance policyholders of 
the company bears to the total profits of the company’s 
life assurance business for the same year of income—60d. 
in £ 

(ii) in respect of the remainder of the taxable income of 
the company—72d. in £. 
The above amendments first apply to income year ended June 30, 

1942, or accounting period substituted therefor. 


Undistributed Incomes of Life Assurance Companies 


Section 160E of the Commonwealth Income Tax Assessment Act 
has been amended by the 1942 Act to the effect that the tax on the 
undistributed incomes of companies shall not be applied to the incomes 
of mutual life assurance companies. 

A mutual life assurance company is defined as “a life assurance 
company the profits of which are divisible only among the policy- 
holders.” 

The following concession is also granted to partly mutual life assur- 
ance companies :— 

Section 160C has been amended by the 1942 Act to the effect that 
in calculating the amount subject to further tax on the undistributed 
income of a company there shall be deducted from the taxable income, 
in addition to the deductions already contained in sub-section (1), the 
following :— 

“(iv) in the case of a life assurance company the amount of mutual 
income remaining after deducting therefrom that portion of any taxes 
deducted from the taxable income in accordance with paragraph (i) of 
this sub-section which, in the opinion of the Commissioner, is attribut- 
able to mutual income.” 

For the purposes of the above concession, the following new definitions 
have been inserted in s. 160C by new sub-section (1A) :— 

“Life assurance company” means a company the sole or principal 
business of which is life assurance. 

“Mutual income” means so much of that part of the taxable income 
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of a life assurance company (other than a mutual life assurance com- 
pany) which has been derived from its life assurance business as bears 
the same proportion to such part of the taxable income as the amount 
of the profits divided for the same year of income among the life assur- 
ance policyholders of the company bears to the total profits of the 
company’s life assurance business for the same year of income. 
“Mutual life assurance company” means a life assurance company the 
profits of which are divisible only among the policyholders. 
Shortly stated, the effect of the above amendments is that the tax 
4 of 2/4 in the £ on the undistributed incomes of companies shall not be 
; applied to the “mvtual income” of partly mutual life assurance com- 
panies, i.e., the inccme which is divided amongst the policyholders. 


Example : 
Taxable income for year ended June 30, 1942, of life assurance 


company which also carries on a fire, etc., insurance business 
as a subsidiary activity— 


a 
I i i gil cate we iiaeenma Seles 5,000 
(a 








The “mutual income” of the company is calculated as follows :— 
(a) Total profits (as distinct from taxable income) of 
company’s life assurance business of income year 
ended June 30, 1942, say .. .. .. «2 22 oe we ee «- £100,000 


(b) Profits divided for year ended June 30, 1942, eens 
its life assurance policyholders, say .. .. - _ £80,000 





(c) The “mutual income” is calculated in accordance 
with the following formula :— 
Profits divided amongst 








policyholders Taxable income derived from 
Profits of life assurance life assurance business. 
business 
(d) The “mutual income” is therefore: 
80,000 a 
100,000 of £70,000 = £56,000. 


The tax on’the undistributed income of the above company is cal- 
culated as follows: 
Taxable income as above .. . eee 
N.B.—State income tax paid during 
year ended June 30, 1942, was 
not an allowable deduction in 
calculating the above taxable 
income. 
Deduct— 
Commonwealth and State income 
taxes paid during year ended 
June 30, 1942, on income of 
year ended June 30, 1941, ap- 
portioned as follows: 
Life assurance branch at- 
tributable to mutual in- 
WOU os co: ce 6a an os ee 
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PR rab ci a cwe) eee 
£19,000 
General Branch .. .. .. 1,000 
—— 20,000 
55,000 
Deduct dividends paid out 
of taxable income .. .. .. 12,000 
Deduct— 43,000 
Mutual income as above £56,000 
Less: 
Commonwealth and State 
taxes paid attributable 
to mutual income, 
re 17,800 
38,200 
Undistributed income as defined .. .. .. .. £4,800 
Tax on £4,800 at 2/- in £ = £480 


Life Assurance Companies in Relation to the Super Tax 
Section 14 of the War-time (Company) Tax Assessment Act, 
1940-41, provides that that Act shall not apply to a life assurance 
company— 
(i) the profits of which are divisible only among the policyholders; or 
(ii) the income of which of the accounting period is exempt from income 
tax by reason of S. 116 of the Commonwealth Income Tax Assess- 
ment Act. . 


The Commonwealth Income Tax Acts of 1940, 1941 and 1942, 
exempt from super tax the income of a company to which S. 14 of the 
War-time (Company) Tax Assessment Act provides that that Act 
shall not apply. As a consequence, mutual life assurance companies 
have been exempt from super tax since the inception of that tax. 

By the 1942 Rating Act, the exemption from super tax has also 
been extended to so much of that part of the taxable income of a 
partly mutual life assurance company which has been derived from its 
life assurance business as bears the same proportion to such part as 
the amount of profits divided for the same year of income among its 
life assurance policyholders bears to the total profits of the company’s 
life assurance business for that year. 


Dividends Received by Life Assurance Companies 

Section 46 (1) and (2A) of the Commonwealth Income Tax Assess- 
ment Act has been amended by the 1942 Act to read as follows: 

“(1) Subject to this section, a shareholder, being a company which 
is a resident, shall be entitled to a rebate in its assessment of the 
amount obtained by applying to that part of the dividends included in 
its taxable income the rate of tax payable by companies for the year 
of tax, or, in the case of a company to which Division 8 of this Part 
applies, the rate of tax payable by mutual life assurance companies for 
the year of tax.” 

“(2A) Where a company, other than a company to which Division 8 
of this Part applies, is liable to pay super-tax upon the excess of its 
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taxable income over Five thousand pounds, and that taxable income 
includes a dividend or part of a dividend paid out of income on which 
super-tax has been paid or is payable by the company which paid the 
dividend, the first-mentioned company shall be entitled to a rebate of 
an amount ascertained by applying the rate of super-tax payable by 
companies for the year of tax to an amount which bears the same pro- 
portion to the excess of the taxable income over Five thousand pounds 
as the dividend or part bears to the total taxable income.” 

The words in italics were inserted by the 1942 Act. 

As explained in the Commonwealth Treasurer's Explanatory 
Memorandum, the amendment made to s. 46 (1) is consequential 
upon the provision in the Rating Act that the rate of tax payable by 
mutual life assurance companies shall be 60d. in £, as compared with 
72d. in £ payable by other companies. In consequence of the amend- 
ment to S. 46 (1), a resident mutual life assurance company is entitled 
to a rebate of tax on dividends included in its taxable income at the 
rate of tax payable or the taxable income. 

As, however, Division 8 of Part III applies to all classes of life 
assurance companies, the dividend rebate of 60d. in £ applies to all 
life assurance companies, whether mutual or otherwise. It would also 
appear that the whole of the dividends included in the taxable income 
are rebateable at 60d. in £, whether the tax paid on such dividends was 
at the rate of 60d. or 72d. in £. 

In the Explanatory Memorandum, the Treasurer stated that, by the 
amendment to S. 46 (2A), the rebate of super-tax will not be allowed 
in respect of dividends received by mutual and partly mutual life 
assurance companies. Mutual life assurance companies will not be 
liable to pay super-tax and partly mutual life assurance companies will 
be free from super-tax to an extent determined by the amount of 
mutual income, i.e., the profits divided amongst policyholders. The 
Treasurer stated that the proportion of dividends received by partly 
mutual life assurance companies allocated to the non-mutual business 
of the companies is a relatively small percentage of the total income 
of such companies. The elimination of the rebate will obviate involved 
calculations in arriving at what would be a negligible amount allowable 
as a rebate in respect of dividends included in the non-mutual income of 
these companies. 


Incomes Exempt UNDER COMMONWEALTH ACT 


By the amending Act of 1942, the following have been added to the 
list of exempt incomes contained in S. 23 of the Commonwealth Income 
Tax Assessment Act. 

(1) Income derived by any person visiting Australia, from an occu- 
pation carried on by him in Australia, if, in the opinion of the 
Commonwealth Treasurer, that visit and occupation are primarily 
and principally directed to assist the Commonwealth Government 
or that of a State in the defence of Australia. 

The above exemption applies principally to the remuneration 
derived by visiting civilian personnel of British and American 
and other allied nations from occupations carried on by them 
in Australia in connection with the defence of Australia. 

(2) In the case of any person enlisted in or appointed to the Naval, 
Military or Air Forces of the Government of any country outside 
Australia, the pay and allowances earned in Australia by him as 
a member of those Forces, if the pay and allowances are not paid, 
given or granted by the Commonwealth. 
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New paragraph (u) exempts for Commonwealth income tax 
the pay and allowances earned in Australia by members of the 
Forces of the Allied Nations who are serving in this country, if 
the pay and allowances are not paid, etc., by the Commonwealth. 


ELIMINATION OF PENCE FROM ASSESSMENTS 


Section 5 (10) of the Commonwealth Rating Act of 1942 provides in 
effect that if the tax otherwise payable, before deducting concessional 
rebates, leaves an amount of pence remaining, then— 

(a) if the pence do not exceed six—the pence are dropped from the 
assessment : viz. £4/6/6 = £4/6/-; 

(b) if the pence exceed six—the pence are dropped and the assessment 
is increased by 1/-, viz., £4/6/7 = £4/7/-. 

Section 160 AD (b) of the Assessment Act of 1942 provides that 
where the sum of all the rebates allowed under the Act leaves an amount 
of pence remaining, then— 

(a) if the pence do not exceed six—the pence are dropped ; 
(b) if the pence exceed six—the pence are dropped and the sum of the 
rebates is increased by 1/-. 








Example: 
Taxable income—£250 derived from personal exertion— 
£250 at 18:-4d. in £ = £19/3/44 = #419 3 0 
Wife 4 taxable income £125 
1 child 75 
£200 
Rebate— 
£200 at 184d. = £15/6/f8 = 15 7 0 
Net tax payable £3 16 0 





Asset Valuation for Balance Sheet Purposes 


By R. E. MASKELL, A.1.c.A. 


(The winning essay in the 1942 Essay Competition conducted by the 
Commonwealth Accountants’ Students’ Society, Victorian Division) 


Of recent years, much discussion of a piecemeal nature has taken 
place on this contentious subject. Unfortunately, there are still 
accountants who look upon this phase of accounting research as purpose- 
less and so much waste of time. Far from being just a traditional form 
of recording and presentation, accounting is a substantial emigrant on a 
pilgrimage of being. 

The accounting mechanism, as we know it through the double-entry 
technique, has always presupposed an accounting entity—an entity 
which is affected by every transaction which is recorded. For every 
debit there must be a credit—the words are not important; they are 
merely convenient descriptive terms. However, the accounting entity 
in any given period has accretions to or diminutions of the original funds 
contributed, and this I hold to be the central fact. 

The accounting process inevitably sets out to record the charge and 
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discharge relationship, an interaction which is correctly presented by 
the double-entry system of book-keeping. 

The book-keeping process sets up accounts which are balanced at a 
given time. Certain balances are cleared to the Trading and Profit and 
Loss Statement, the remainder being formed into a convenient summary 
which is usually termed the Balance Sheet. It is in its most elementary 
form a list of balances, either debits or credits, which have been taken 
directly from the books of account. 

Since the concepts of the entity and continuity predicate an enterprise 
or institutional point of view, accounting theory likewise is oriented 
first to the enterprise as a productive economic unit, and only secondly 
to the investor as a legal claimant to assets. 

A good deal could be written on balance sheet problems generally, 
but the title seems to preclude the need for a protracted discussion along 
these lines. For example, such allied topics as classification of assets, 
presentation generally, and the limitations of the balance sheet must 
necessarily be mentioned briefly. 

As this approach is functional, I have based my remarks on the 
Harvard Classification of Assets, which will provide the ground-work 
for this essay in summary form. The superstructure will, therefore, be 
built upon the following asset classification : 

(1) Fixed. 
(2) Current. 
(3) Intangible. 

Obviously, it is impossible to cover every asset item which may appear 
at any time in a balance sheet, but an endeavour has been made to 
include the more significant items. The amount of attention given to 
some of them is not reflective of their practical significance necessarily, 
but it has been thought opportune to consider at some length the 
conventional practice of valuing stocks-in-trade or inventories, “‘at cost 
or market whichever is the lower.” This too uncommon procedure is 
not only of academic interest. Its application has very far-reaching 
results. 

Henry Rand Hatfield, as early as September, 1927, inferred that 
accountants were permitting their clients to influence accounting, and 
labelled arguments in favour of the cost or market rule as “so brilliant 
an instance of flabby thinking as to deserve some further attention.” 


' Frixep ASSETS 


I think it is helpful to consider fixed assets as equivalent to a deferred 
charge to operations. This approach was suggested by Perry Mason! 
when he stated that “the asset account may well be thought of as a 
deferred charge to operations or a prepaid operating expense, similar 
in a great many respects to prepaid rent or insurance—charged to the 
operations of the period in which the service is rendered.” 

Most of the arguments as to writing up or writing down fixed asset 
values appear unrealistic when the values are no longer regarded as 
important from the balance sheet viewpoint, but rather as prepayments, 
the benefit of which is chargeable to future periods. 

However, the title of the essay requires many of these items to be 
viewed in terms of the balance sheet and not purely from an operating 
point of view. The term “fixed assets” is synonymous with capital 
assets in undertakings on which capital is employed for the purpose of 


1. Principles of Public Utility Depreciation, p. 3. 
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producing revenue, but it may also refer to tangible assets in under- 
takings where there is no proprietary accountability, e.g., hospitals, 
religious and charitable organisations, and educational institutions. 
Further, the term “fixed assets” denotes a fixity of purpose or intent 
to continue use or possession, It does not refer to the immobility of an 
asset which is the distinctive characteristic of “fixtures.” 

I have been primarily concerned here with what Montgomery refers 
to as Fixed Assets Tangible; Fixed Assets Intangible being reviewed 
under the sub-heading entitled “Intangible Assets.” 

Throughout this section I have been concerned with tangible assets 
acquired for use in the business, as distinct from those bought for 
re-sale at a profit, or to be used in the manufacture of products to be 
sold in its regular operations, the normal life of which is more than one 
year from the date of acquisition. 

(a) Land and Buildings 

Money invested in these assets is usually presumed to be immobile. 
Writing up or down the valuation of land and buildings does not ensure 
that the organisation will earn more or less profits. A sound and 
logical basis of valuation is the cost of acquisition less a provision to 
cover depreciation or obsolescence. The cost of acquisition is not the 
same necessarily as cost. The shareholders may be allowed interest 
whilst the buildings are being erected and the amount subsequently 
capitalised. 


(b) Leasehold 

If the property is held under a lease, it should be included in the 
accounts at cost less a sum sufficient to amortise the interest of the 
business in that lease over the term. 
(c) Machinery and Equipment 

These assets are handled usually by first compiling a Plant Register, 
showing the date of acquisition, cost, date of sale or exhaustion, and the 
details of depreciation charge provided. There seems to be no reason 
why machinery and equipment should not be taken into the balance 
sheet at cost of acquisition, less a reasonable provision for depreciation, 
to cover wear and tear and obsolescence. 


(d) Fixtures and Fittings 


It is my opinion that these assets should be included at cost, and if 
they are erected in leasehold premises, the lease should be perused in 
order to determine the date of expiration of the lease. If the ownership 
vests in the landlord, then a provision is suggested in order to write 
them off over the term of the lease. Possibly these assets are to remain 
the property of the business, in which case an allowance may be made 
after taking into account any lessened value that is likely to arise if 
removal is made from the premises at the expiration of the lease. 


(e) Furniture 
The usual basis of cost less a provision for depreciation is suggested. 


(f) Patterns, Drawings and Lasts 


In every case these items should be regarded with suspicion, and 
overwhelming proof must be adduced before approving any material 
sum on their account as an asset. This valuation is so dependent on 
circumstances that it appears that the better method is to charge their 
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respective costs as much as practicable against particular jobs. A revalua- 
tion policy from a financial viewpoint seems to be the only practicable 
solution. 


(g) Small Tools 


This is another asset which provides some difficulty and seems to 
be an exception to the general rule of valuing fixed assets at cost of 
acquisition less a reasonable provision for depreciation. 

The usual practice is to re-value loose tools from one financial period 
to the other, which in effect means that this item is usually shown as 
something less than cost. From a practical point of view, this appears 
to be a reasonably good policy as long as this fact is clearly stated. 


(h) Hire-purchase Equipment 

Where equipment is being acquired under a hire-purchase agreement 
it may be stated at its cash price, interest or the terms charge being 
accounted for separately, the residual amount under the agreement 
being deducted from the cash price. 

The balance sheet should present this position clearly, and not 
merely the equity which the business holds in the equipment. 

It is suggested that equipment of this nature is better presented if it 
is kept distinct from machinery and equipment which is owned abso- 
lutely. If a fixed asset is subject to a floating or other charge, that fact 
should be stated. 


(i) Government and Municipal Bearer Bonds and other Debentures 


Usually these are lodged with the banker for safe custody. Some 
bankers retain the customers’ bonds intact and can then certify as to 
the holdings, but other bankers mix the bonds with their own or those of 
other customers, or have them inscribed. The institutions concerned 
will certify that bonds at the rate, face value and redemption date, are 
held on account of the principal. Before inserting the face value, it is 
necessary to calculate the interest accrued to date. 


(j) Inscribed Stock 


Very careful control must be taken over this type of investment, 
because certificates of verification are not issued by all inscribing 
institutions. However, a schedule may be prepared by inspecting the 
registers kept by the institutions concerned. Interest accrued must be 
taken into consideration. There is some lack of uniformity in the 
valuation of inscribed stock, and many accountants adopt the practice 
of valuing it at cost or market, whichever is the lower. 

Casual and daily market fluctuations need not be provided for, but 
when there is an abnormal fall in values, such as occurred in Federal 
bonds in 1929-30, there is some argument for the cost or market 
convention from a financial point of view. 

I do not think that an abnormal fall should be passed without 
comment, and the proper place for this note is on the face of the 
balance sheet. It is suggested that a provision be created for the 
difference between market value and face value and the investment 
shown with the provision deducted. 

It is a common procedure to show shares at cost less a provision to 
cover the difference between market value and cost. Where shares 
are listed on the stock exchange, a valuation may be arrived at readily. 
Viewed as a pure accounting problem, it does not seem logical to drift 
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away from cost. It is not the purpose of the pure accounting mechanism 
to provide economic valuations. The usual “valuation” process savours 
more of finance. 

From a financial point of view, the balance sheets are often analysed 
in order to determine the value of shares in limited or subsidiary 
companies. In this sense, considerable skill and experience is a 
necessary preliminary to ripe judgment. The two major points requiring 
consideration are: 

(1) Earning Capacity Value. 

(2) Security or Assets Value. 
Many other factors may influence the final decision, such as calibre of 
management, competition, nature of business, goodwill and future 
prospects. 

The following examples are illustrative of the suggested methods 
detailed in the foregoing: 


Earning Capacity Value 
A business with an invested capital of £20,000 has been in the habit 
of earning net profits to the extent of about £2,500. It is assumed 
that a reasonable return on capital in this particular industry would 
be 10%. The earning capacity value may be arrived at as follows: 
£2,500 capitalised @ 10% = £25,000. 
The business earned £2,500 on £20,000 capital, 
hence the earning capacity value per share is: 
— f £1 = 25/- per share 
20,000 0 = per share. 
Security or Assets Value 
The same business is assumed to have the undermentioned assets 
and equities: ; 





0 Pe es 
Pt ok ce «sé <6 6ecan ee 
0 eae ee 
Investments .. .. .. .. 4,000 
CANE. «cco ce 00 0c, Se 
Prepayments .. .. .. .. 500 
Total Assets .. .. . £37,000 


Less Bank Overdraft .. £1,000 
» Sundry Creditors . 6,500 
——s— 7,500 


Net Assets .. .. .. .. £29,500 








As the items Goodwill and Prepayments are of an intangible nature, 
a deduction to this extent is necessary, making a result of £24,000 for 
the tangible assets. Therefore, each share is valued at 24/- on a 
capital of £20,000. 

Where there are preference shares which are preferential as to 
capital, they must be satisfied in full before calculating the assets value 
of the ordinary shares. Taking the same example, but assuming the 
share capital to comprise 10,000 ordinary shares and 10,000 preference 
a the assets value of the “ordinaries” would be assessed as 
ollows : 
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Net Tangible Assets .. .. .. .. .. £24,000 
Less Preference Capital .. .. .. 10,000 





Available for Ordinary Shareholders £14,000 








14,000 
10,000 

Assuming other factors to be satisfactory, the ultimate test of value 
is the yield to the investor on each pound invested.2 This paragraph 
may very well apply to debentures as well. 


(k) Valuation of Fixed Deposits Acquired for Consideration other than 
Cash 
There are occasions when businesses acquire assets in exchange for 
shares in the business, or in settlement of a debt, or for consideration 
other than cash. Each transaction of this nature must be treated on 
its merits and possibly the assistance of an expert appraiser obtained. 
Without knowing actual details it is quite impossible to be specific. 


(1) The Revaluation Process 

An entirely new approach may have to be taken if the organisation 
under review is about to change its structure or is not to continue as 
a going-concern. For example, a revaluation of assets may be carried 
out either for the purpose of reducing capital or for amalgamation with 
another business. 

Although accountants are very interested in amalgamations, recon- 
structions and the like, these interests again appear to come under the 
heading of finance. If complementary financial information is required, 
such as current realisable values, it may be included in the form of a 
parenthetical note. 


Assets Value = = £1/8/- per share. 


CurRENT ASSETS 
(a) Cash at Bankers 
It is the usual practice to obtain a certificate from the bankers as at 
the close of business on the required balancing day. Unless there is 
reason to doubt the soundness of the issuing company or institution, 
the deposits should be shown at face value. However, interest-bearing 
deposits must include accrued interest. 


(b) Tender Deposits 

The amounts should be obtained from the authorities concerned and 
a schedule of them prepared—the total of which is incorporated in the 
balance sheet. 


(c) Bills Receivable 

It is usual to lodge bills with the bank for collection, as and when 
received. 

A list of outstanding bills as shown by the bill book should be 
prepared, agreed with the balance of the bills receivable account, and 
sent to the banker for certification. 

If a bill matured prior to the date of balance has been dishonoured 
and written back to the debit of the customer, it will be usually safe 

2. For an interesting discussion on the various types of shares and debentures, 


and the significance of earning capacity, read Hargreaves Parkinson, Scientific 
Investment. 
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to assume that the same customer’s bills maturing after balance date 
will meet the same fate, and provision should be made to cover any loss. 
When bills are held as collateral for hire-purchase agreements they 
should be stated separately, and the nature of the security against which 
they are held needs to be shown. Any amounts for bills discounted 
must be presented at the foot of the balance sheet. 

Bills given for transactions other than in the ordinary course of trade 
(i.e., for the sale of some portion of the fixed assets of the concern) 
should not be included with the trade bills, but shown separately. 


(d) Loans at Call and Short Notice 


Where a loan of this nature is made to a sole trader, private person, 
or a firm, it is a good practice to obtain a deed of trust, which should 
be executed and filed with the securities. This will protect the lender 
against any claim that may be made by the representatives of a deceased 
borrower. If this precaution is taken the full amount of the loan may 
be stated in the balance sheet. 

However, if there is reason to doubt the capacity of the borrower 
to repay, provision may be made for the possible loss. 


(e) Hire-Purchase Accounts 


Where the purchase price includes interest it is usual for an unearned 
interest account to be created. Reference has already been made to this 
type of account in the “Fixed Assets” group. The same principle 
should be applied to this current asset. 


(f) Sundry Debtors 


These are possibly among the most significant assets appearing in a 
balance sheet. For this reason, it is quite remarkable that only one 
accredited author seems to define them. R. L. Trouant, in his work 
Financial Audits defines them as “Customers’ accounts and other 
accounts arising in the ordinary course of business.” 

The total of trade debtors should agree with the control account kept 
in the private ledger. If it is practicable, a schedule of accounts should 
be listed, from which a subsidiary list of overdue accounts may be 
prepared. The data so obtained will provide a basis for the “provisions 
for doubtful debts” and “discounts allowable” respectively. Accounts 
which are assigned to trustees or are being carried on under supervision 
of the trustees or creditors should be considered with the reports of the 
supervisor, and the proportion which is considered irrecoverable written 
off. 

Debts owing by directors and employees must be stated separately 
and all other debtors as well must be kept distinct from the important 
trade debtors. 


(g) Prepayments 

The usual items which appear under this caption are fire insurance 
premiums, rates paid in advance, rent of telephones, interest, motor car 
premiums, travellers’ railway tickets, licence fees, rent and royalties. 
The oustanding point is to make sure that only the unexpired portion 
is included. 


(h) Stocks-on-Hand 


These have been described as the “piece-de-resistance, the bete noir 
and the bugbear of the accounting profession.” 
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The “cost or market” rule is so completely accepted in modern practice 
that the great majority of all published balance sheets display inventories 
which have been so valued. This so-called “golden rule” of valuation 
of stocks on hand at realisable market prices when lower than cost was 
an inheritance from the early trading ventures, strongly encouraged in 
later years by the doctrine of conservatism preached by credit men and 
accountants under the influence of the balance sheet viewpoint. As a 
result, the debit balance of the cost of goods sold account generally 
consisted in part of the actual cost of merchandise sold, in part of losses 
of stocks, and in part of unrealised losses, representing the difference 
between any high cost of stocks remaining on hand at the end of the 
period and its lower selling price. 

In 1910 a courageous attack on the cost or market rule was made by 
Greendlinger® in the following form: 

“It is wrong in principle to value it (inventory) at market price as 
it interferes with the correct showing of the profit and loss account.” 

This bold statement seems to mark the beginning of a new school 
of accounting thought which has become increasingly heard since. 

Regardless of criticism or approval, the base-stock and equivalent 
methods have been approved at least for some industries by eminent 
authority, including the American Institute Bulletin Examination of 
Financial Statements by Independent Public Accountants, the American 
Institute Committee on Inventories, and the Sanders, Hatfield and 
Moore monograph, A Statement of Accounting Principles. 

It is very important to note that these approvals are coupled with the 
requirements of proper disclosure. Disclosure is an absolute necessity 
in view of the substantial understatement of asset values. 

In this respect Montgomery* suggests that the “balance sheet should 
contain enough information about inventory values to guide those who 
may be thinking of disposing of their interests.” 

By and large, this entire matter of pricing in relation to cost is 
dependent upon financial rather than accounting calculation. 


The Balance Sheet Viewpoint 

This implies that this fund of stocks may, if credit necessities require, 
be converted into cash by forced sale. This is only an implication, 
seldom stated directly. The implication is, however, affirmed by the 
inclusion of inventories in current assets, the matching of current assets 
with current liabilities, and the inventory rule of cost or market. With 
the adoption of perpetual inventories a conflict between valuations at 
cost and at realisable market price was noted. The conflict had, of 
course, long existed, but was seldom clearly realised by those who used 
the periodic inventory plan. The adoption of perpetual inventories 
automatically resulted in a balance sheet valuation of inventories at 
cost (or practically so). 

To substitute lower market prices for any high cost prices reported 
by the perpetual inventory required deliberate action, and the question 
naturally arose as to why any such change should be made. 

The perpetual inventory purports to show true costs of the inventory 
items which have been consumed or sold. Any downward adjustment 
of the balance is a loss of a different type from that represented by 
consumption or sale. As a result there are two schools of accounting 
thought. One recognises cost as the only basis for balance sheet 


3. Leo Greendlinger, Accounting Problems with Solutions, vol. 1. 
4. Auditing Theory and Practice, p. 216. 
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valuation of inventory, and the other favours the use of the lower of 
cost or market price for valuation. 

Repeatedly it has been intimated that understatement of inventory 
values is desirable. The only possible justification for such a view is to 
be found in the credit man’s viewpoint. To the credit man, under- 
statement of inventory values may be desirable, bolstering as it does 
his confidence in the realisable value of current assets, despite the 
possibility that it may confuse him as to actualities. Gross under- 
statement of inventory values has been praised as a virtue by those 
who argue for such plans as the base-stock method. 

The doctrine of disclosure requires the use of parenthetical comments 
or footnotes in financial statements for the purpose of supplementing 
the limited information supplied by the accounting mechanism. 

The adoption of this plan requires no adjustments of the accounting 
records, nor does it distort the comparability of profit and loss state- 
ments, and yet it gives to credit men, investors and others more 
information than they otherwise would obtain from the balance sheet. 

To give added weight to this suggestion, which is not radical, the 
American Institute Special Committee on Inventories® suggested “a 
parenthetical disclosure in the balance sheet of the current replacement 
value of the inventory, whether such value were greater or less than 
the stated inventory value.” Although there are numerous accounting 
practices which have some distorting effect upon profit and loss 
statements, there seems to be no accounting practice as thoroughly 
illogical and unnecessary, practically or theoretically, as this far too 
common practice of revaluing inventories at the lower of cost or market. 

It must be concluded, therefore, that actual cost, as nearly as actual 
cost can be determined, represents the proper basis for recording all 
deferred charges to future income, including stocks-on-hand, and that 
any plan which departs from the actual cost basis has deception, 
although perhaps innocently. applied. 


(i) Finished Goods and Work-in-Progress 


One of the central features of industrial accounting is the production 
order, which is the form designed to gather information relative to 
amounts expended on materials, labour and manufacturing expense 
over a given period of time or on each job passing through the productive 
process. 

These three elements are most significant to the cost accountant 
whose duty it is to provide management with a scientific basis for 
valuing finished merchandise and work-in-progress respectively. 

Industrial accounting, which is primarily a method of analysis, has 
taken the guesswork out of work-in-progress valuation and has provided 
also a rational method of assessment for balance sheet purposes. 
Undoubtedly, pricing of materials may be difficult,6 and there is the 
ever-present problem of the distribution of manufacturing expense, but 
a well-organised and scientific cost accounting system should enable 
the inclusion of both these assets in the balance sheet on a cost basis 
which is capable of objective verification. 

5. The Journal of Accountancy, Aug., 1936, p. 130. 

For an excellent treatise on the various methods of valuing stocks on hand and 
the influence on profits of the respective devices applied, reference should be 
made to the article entitled “The Valuation of Stocks on Hand” by Mr. A. A. 
Fitzgerald, B.com., F.1.c.A., The Australian Accountant, Aug., 1938. 

6. Obviously, certain types of business enterprises are materially handicapped 
by their inventory characteristics. 
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INTANGIBLE ASSETS 


This group of assets, as previously mentioned, was described by 
Montgomery as “Fixed Assets Intangible,” whereas the earlier text- 
book writers used to refer to them as fictitious assets. In point of fact, 
this group may have great significance, and it is not justifiable to call 
them fictitious. 

It is most difficult to particularise about this type of asset. The usual 
items are goodwill, patents, copyrights, and the balances of accounts 
which have been temporarily capitalised with the intention of writing 
them off to revenue over a period of years. 

It is my opinion that patents and the like should be included at the 
cost of the rights obtained and that amounts actually paid for goodwill 
may be included in this group. Nevertheless, it appears to be quite 
illogical to include goodwill when no consideration has ever been paid 
for it. It is a paradox that when goodwill of this nature is included 
it is time to be wary, and a review of the earning ability of the business 
should be made. The elimination of goodwill under these circumstances 
is a sign rather of strength than weakness. 

As a rule, I do not think that intangible assets give much trouble, 
as most of them are expense items. These “assets” should be included 
at cost in most respects, but in appropriate circumstances unamortised 
amounts of other assets must be given careful consideration. The policy 
of the firm must necessarily be considered before approval can be given 
to any amortisation plan which might have been adopted. 

The group often referred to as “Deferred Assets” has been purposely 
excluded, as it is not of particular significance. Some authorities include 
prepayments of various descriptions under this heading, whilst others 
prefer to place hire-purchase debtors in this section. Undoubtedly, 
there is some argument for the inclusion of loans and hire-purchase 
transactions, but I think it is preferable to consider prepayments as 
current assets. 


DISTRIBUTION OF ASSET COST 


Particular consideration has not been given to depreciation problems, 
but a survey of asset valuations for balance sheet purposes would not 
be complete without some reference to a very formidable subject. 

Depreciation, depletion, and amortisation refer to the periodic 
extinguishment of asset value, dependent upon the forecasting of the 
asset’s life. At the time of acquiring assets to which these terms may 
be applied, it is negessary to formulate a plan of allocation to serve 
as the basis for periodic accounting entries. 

The formulation of such a programme requires estimating the useful 
life of the asset. It appears that there are three bases for the discharge 
of the various kinds of assets which have been discussed in this essay, 
namely, the time basis, the consumption or use basis, and the arbitrary 
basis. Despite discussions of other methods, the use of the straight-line 
method, both in connection with depreciation of tangible fixed assets and 
the amortisation of intangible items, seems logical. There is much to 
be said for depreciating motor vehicles and trucks on a mileage basis, 
rather than by the number of years of use, and where the necessary 
data is obtainable, this method may be adopted in distributing the 
depreciation of other machinery and equipment. However, it must be 
observed that depreciation is seldom a sole function of use or time; 
generally it is a combination of the two. From the foregoing this 
summary may be presented: 
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(i) In depreciation there is no perceptible lessening of physical 
quantity but merely the disappearance of cost value. 

(ii) In depletion physical quantity and cost value are affected simul- 
taneously. 

(iii) With reference to intangible items, such as discounts on 
debentures, the expiration of asset value is distinctly a function 
of time, and “amortisation” is the appropriate term. 

The whole matter of depreciation is wrapped up with one’s own 
philosophy and viewpoint. In recent times the operative approach in 
contradistinction to the financial viewpoint seems to have greater 
significance. Inevitably, the respective approaches will be reflected in 
one’s attitude to depreciation. Is it a device for “valuing” an asset, or 
a means of logically prorating the cost of acquisition to revenue over 
a given period of time? 


CoNCLUSION 


I think it will be admitted that a consideration of asset valuation for 
balance sheet purposes is a very contentious subject. It has been most 
difficult to confine one’s remarks to the balance sheet only, as the writer 
is of the opinion that the profit and less statement is the more significant 
financial statement. Asset valuation, if it is undertaken as a deliberate 
policy, seems to savour more of finance than of pure accounting. 

However, I am of the opinion that these views are reconcilable if 
one does not mistake his own little stagnant pool for the whole ocean 
of truth. The barriers are not so insurmountable if it is admitted that: 
the balance sheet is a general purpose statement only, and that it is a 
complex of fact and opinion. I do not see that there is any irregularity 
in preparing various statements for various purposes. (By this I do 
not mean a juggling of the figures.) 

The accountant is not only a recorder. He is an interpreter. If he 
deems it sufficiently important to alter conventional forms in order to 
give adequate information, is he to be criticised on this score? If he 
realises the inherent values of reporting, is he to be dubbed a heretic? 
If he is convinced that operative considerations are generally more 
important than the financial, is he to be pointed out as a man having 
“advanced views”? The time is ripe for financial and cost accountants 
to “get together,” because their views are not irreconcilable, but 
complementary. 

There are many interests affected by accounting reports, and I believe 
that many difficulties could be overcome and much useful information 
presented if accounting facts were separately reported and interpreted 
for specific classes of readers. For example, is the report which is 
ideally adapted for the creditor of great significance to the management, 
the Prices Commissioner, or the taxation authorities? 

If it is conceded that the balance sheet is primarily a general purpose 
statement, then it is logical to conclude by upholding the view that 
recorded costs are objectively determined data, whereas estimated 
current values are largely matters of opinion, and for some types of 
cost factors are conspicuously unreliable. 

The views expressed in this essay are based mainly on the assumption 
that the essential accounting function of the balance sheet is to assist 
in allocating costs between present and future, and that the matching 
of cost and revenue, now and later, is improperly accomplished if any 
item in either element derives from managerial decision unsupported 
by an acceptable test of reality. 
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Wartime Responsibilities of Business Executives 
By C. L. S. HEwITrTT, B.cOM., A.I.C.A., A.C.A.A. 


National Security (Rationing) Regulations. An Order dated June 12, 
1942, made under these Regulations, restricts the type of advertisement 
that may be published relating to any rationed goods. The Order sets 
out the different methods of advertising that may be followed and also 
the permitted contents of any such advertisement. It is to be noted that 
the Order specifically prohibits any advertising of price reductions or 
bargain sales, and in fact provides that except for a statement of the 
actual selling price of the goods, no advertising matter directly or in- 
directly relating to the price of the goods may be used. 

National Security (Supplementary) Regulations. With the repeal of 
the National Security (Building Control) Regulations the control of 
building in Australia is now provided for in Regulation 31 (a) of the 
Supplementary Regulations. The Minister for War Organisation of 
Industry has exempted from this control the following classes of build- 
ings : 

(a) Buildings financed by certain War Workers Housing Trusts, and 
those the cost of which is to be met by the Commonwealth or by 
any State. 

(b) Those buildings the cost of which does not exceed £25. 


(c) Certain types of buildings for the purpose of Air Raid Precautions. 


National Security (Landlord and Tenant) Regulations. On June 17, 
1942, these Regulations were applied to the following types of premises 
in New South Wales: 

(a) Those, the rent of which does not exceed 4 guineas per week. 


(b) Shops and premises partly a dwelling house and partly a shop 
the rent of which does not exceed £20 per week. 


(c) Garages. 


National Security (Supplementary) Regulations. An Amendment to 
these Regulations and a subsequent Order published in pursuance of the 
amendment prohibits the use of certain words and groups of letters. 
These letters and words are those principally used in connection with 
the Armed Forces and are set out at length in the relevant Order. 

National Security (General) Regulations. An Order of interest pub- 
lished under these Regulations provides that in the metropolitan area 
of Adelaide no person may carry on the business of a wholesale milk 
vendor after June 17, 1942, except under the authority of a licence. The 
power of licensing traders in any industry is of considerable importance 
in the plans to limit the manpower engaged in any type of trade. 

National Security (Exchange Control) Regulations. Mr. G. Pyke, of 
Adelaide, has brought under my notice the Order made on January 6, 
1942, by which an exemption from Regulation 7 (2) of these Regulations 
was provided in respect of every transaction for the sale of goods or 
provision of services in Australia to any person involving the payment 
of money by that person in notes or coin of the United States of America. 
This exemption applies only when the transaction does not provide for 
the conversion of the notes or coin into Australian currency at a rate of 
exchange other than the relevant rate of exchange fixed or authorised by 
the Commonwealth Bank. 
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Stock Control 
By H. B. WILLIAMson, A.I.C.A. 


Efficiency as to operation of plant and personnel requires the scientific 
placement, ordering and control of all stock, this item embracing tools, 
stores generally, and production either completed or in process. Certain 
facilities and requirements are essential. These are: 

(1) Proximity to production centres. 

(2) Convenient internal and external transport. 

(3) Economic arrangement of space. 

(4) Systematic classifying, repairing and storing. 

(5) Ample lighting and ventilating. 

(6) Hygienic working conditions. 

These necessities should be borne in mind when planning the lay-out 
of the original works, sufficient space being allotted to allow of work 
in process being in close proximity to centres performing further 
operations. Manufactured stock should be stored handy for both 
internal and external transport. 

Efficient production control will attend to the movement of all work 
in process, while finished goods, when not on order, can be transferred 
to stock by means of movement orders made out in triplicate and signed 
by some authorised officer. One order will accompany the stock to 
stores, one be forwarded to the costs office, and original retained. 

The costs clerk, upon pricing all finished goods, will check them as to 
quantity with the movement order. 

The entry to the stores ledger will be made by means of a manu- 
factured stock slip detailing factory order, quantity, price and authority, 
made out in duplicate; original held, duplicate forwarded to the stores 
ledger clerk. 

- ‘Toots 

The tool room, responsible for the manufacture, maintenance and 
control of all tools, jigs, gauges, templates, etc., should be so arranged 
that all tools are easily accessible to the workmen. When instruction 
sheets, issued from the planning department, are also part of the 
production programme, there can be no fear of wrong tools being used 
in operations ; the correct type will be specified on the sheets. 

Easy accessibility is possible where a system of symbolisation is allied 
with group and type classification, all groups being segregated, allocated 
a mnemonic symbol, and again subdivided into classes. 

Groups could be as follows: 


(A) Abrading tools H Hammers, chisels, etc. 
(B) Blanking tools J Jigs, fixtures, etc. 
(C) Clamps and holders M Measuring tools 
(D) Drilling and boring tools P Paring tools 

R__ Revolving cutters W Wrenches 

S__ Slotting tools Z Miscellaneous. 


The principle may be exemplified in the article caliper gauge, of 
which there are many types. It is a measuring device, the symbol for 
which is M. 

As there are many kinds of measuring tool—rule, micrometer, etc., 
the second symbol will designate the particular kind. 

It is a gauge. Symbol M.G. 
Style—Caliper. Symbol M.G.C. 
There are many types of caliper gauge. To mention four— 
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(1) Progressive Limit. 
(2) Taper Plug. 

(3) Adjustable Limit Snap. 
(4) Double-ended Snap. 

Numbers (1) and (2) are Internal—Symbol M.G.C.I. 

Numbers (3) and (4) are External—Symbol M.G.C.E. 

The full symbolism is now easily ascertained : 

(1) Progressive Limit M.G.C.LL.P. 
(2) Taper Plug M.G.C.L.P.T. 
(3) Adjustable Limit Snap M.G.C.E.L.S.A. 
(4) Double-ended Snap M.G.C.E.L.S.D. 

Symbols should be clearly marked on all tools, size following 
mnemonic description. 

A key book, kept in the tool room, will allow of symbols for all tools 
being easily obtainable. Thus, with all aisles or locations plainly 
lettered as to group, type, and sub-divisions, etc., and bins similarly 
described, there can be no difficulty in location of the desired tool, 
or possibility of error. 

The question as to whether tools will be manufactured or purchased 
will depend upon cost, the requirements of the particular industry, and 
the economics of production. 


STORES 


The closest possible analysis of all stock is obtained by separating 
stores generally into three separate and distinct groups, and so treating 
them in the stores ledgers. The groups are: 

(1) Raw material. 

(2) Fittings—Screws, nuts, bolts, etc., used in manufacture. 

(3) Maintenance supplies—More or less fixed charges for stores 
required in the maintenance and upkeep of machinery used in 
production. 

As with tools, the mnemonic system can be used with advantage 
both for classification and location of stock. The chart explains the 
method of symbolisation. 

The main types of stock are distinguished under divisions A to Y, 
each letter representing both a definite section of stores area set aside 
for particular stock, and the alphabetical arrangement in the stores. 
ledger. The ledgers would thus be a complete representation of the 
stock chart. 

A section may consist of any number of rows, or series of rows, 
depending upon the amount of stock in each division. Under main 
symbol “F,” for instance, as there are nuts, screws, bolts, staples, 
nails, etc., of all variety and size, with probably vari-sized bins, it might 
be necessary to have a sub-symbol for each row, whilst with other stock 
a row may consist of several sub-symbols. There may, in the case of 
screws, be an aisle (two rows) or aisles allotted to them, one row solely 
for countersunk brass, another for countersunk steel, etc. 

The rows could be designated “S.A.,” “S.B.,” etc., “A” row for 
countersunk brass, “B” row for countersunk steel, making the system 
so far completely mnemonic; countersunk brass screws are to be found 
in section F., row S.A.; symbol, F.S.A. Sizes can either be added to 
the symbol, or the bin number attached as location. 

Such stock as steel, symbol “S,” consisting as it will of sheet, plate, 
and bar, would be best kept in a series of racks convenient to internal 
and external transport. 
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CoNTROL 


As over-accumulation of stock means tying up of capital which would, 
perhaps, be better applied to other purposes, systematic ordering should 
be a first consideration. 

The quantity should be based on estimated requirements to meet 
anticipated orders, plus a well-grounded reserve, depending, of course, 
upon available markets, economics of quantity purchase, depreciation, 
etc. 

The whole ordering programme should be so arranged as to keep 
delivery ahead of current requirements, and in anticipating this a 
knowledge of the market, current and likely future conditions, probable 
price variations, etc., is essential. 

All possible contingencies must be considered to save interruption in 
delivery dates and to ensure the prompt receipt of ordered stock. 

Orders should, for this purpose, be filed away in date order, and 
checked periodically. 

Perfect control requires the specification in stock ledgers or cards 
of maximum and minimum reserves. When the danger point is reached, 
stock should be re-ordered. Ledgers should be designed to show stock 
on order and quantity to be ordered. 

All stock ledgers should, for the purpose of standard costs, show 
receipts both at cost and standard, and for purposes of efficiency, 
co-ordination and convenience, be under the direct control of the costs 
office. 

The standard cost can be obtained by the use of a rubber stamp for 
impression on invoices, as received and checked. The stamp could be 
somewhat as follows: 

Order No.: 
Standard Cost: 
Variation: Gain 
: Loss 
Chechead By... .ccccccccees 

Stock control cards, or ledger, preferably loose-leaf, should be kept 
in the stores room for entry of all receipts and issues, and as the 
foundation for a perpetual inventory system and reconciliation with the 
costs office ledgers. 

An effective running-check between the two sets of records is thus 
always available and, when a continuous physical check is also the 
policy, no better system can be devised. 

Factory orders and specification sheets, emanating from production 
control, allow the storekeeper to retain a check on all requisitions 
received by him for stores. A requisition note, signed by the foreman, 
can be the authority for issue of material from stock, and the basis for 
entry in the stores issued book, which should be kept in triplicate, two 
copies forwarded to stores ledger clerk and one retained for reference. 
One copy is held by the stores department, and one delivered, priced, to 
the costs clerk. 

Stores returns, or transfers back to stock, will be recorded by the 
storekeeper, in a stores received book, preferably of a different colour 
to the issues, and similarly treated. 


ORDERING 

There should be a complete record in the stores department of all 
sources of supply, quotations, prices, freight charges, etc. 

Purchase requisitions, identifying the factory order, and numbered, 
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should be made out in triplicate, authorised and signed by some 
responsible officer ; one copy to the storeman, one held in the purchasing 
department, and the original with the authorising officer. 

The purchase order should also be in triplicate—original to vendor, 
duplicate to receiving clerk, for checking purposes, triplicate held by 
purchasing department. 

On receipt of goods by receiving clerk, delivery ticket is handed over, 
signed by receiving clerk as record that goods were, in fact, received. 

An entry of the delivery ticket, numbered, date of receipt, vendor, 
and stock received is then entered in a delivery ticket register, and the 
delivery ticket itself forwarded to head office for attachment to invoice 
when received. 

On receipt of an invoice it should be priced, checked, numbered, and 
forwarded to the stock ledger clerk for entry. 

When an order is received from an outside firm for manufacture of 
goods, same will be forwarded to production control, whence factory 
orders, authorising production, and production requisition for purchase, 
when necessary, will issue. 





Statistical Analysis in Managerial Control 
By L. W. Irwin, A.F.1.A., A.A.1S. 


Recent years in accountancy history have produced two notable 
advances in the science of recording financial data. Firstly, they have 
brought into prominence the work of cost accountants, and secondly, 
they have co-related the work of the statistician, and utilised his methods 
for the benefit of commercial enterprise. 

This latter aspect has resulted in the recognition of costs as being of 
two types: (1) Fixed and (2) Variable, and in that class of cost which 
is neither of a fixed nor variable nature, the use of statistical method 
has devised a means whereby the component parts may be separated. 
Also this method has been utilised to provide a means of control and 
measurement. The use of graphs has been employed to give visual signifi- 
cance to financial data; the mere plotting of graphs does not solve the 
problems associated with the dissecting of fixed and variable elements 
in expense data, but the principles of graphic presentation of data, based 
and calculated upon statistical analysis, is of inestimable value. 

The examination of a typical case will illustrate the methods that may 
be employed to ensure control of an organisation. 

The following hypothetical data, representing the figures of a com- 
pany, — from its records, may be used to demonstrate the methods 
to used : 


NOWURRIE MANUFACTURING COMPANY LTD. 


Month Sales Expense Items 
Rent Fght. G. Exes. Comm'n 
EE ig ns op os . ee £160 £300 £180 £300 
February .. .. .. .. 12,500 160 320 200 340 
a 160 310 200 360 
April .. . 17,500 160 300 200 380 
May... 20,000 160 420 280 400 
Ge ss 22,500 160 580 240 420 
cet 27,500 160 500 220 460 
Ame 4. sc ct és 160 500 260 460 
September .. .. .. 32,500 160 520 280 490 
Goteher .. .. i.'s- 20 160 500 230 440 
November .. 17,500 160 320 200 340 
December .. 20,000 160 420 280 400 
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Co-RELATING EXPENSES WITH VOLUME 

The practice of charting sales and expense items with the time element, 
e.g., months, years, etc., does not assist in indicating the fixed or variable 
element that may exist, and such graphs only give visual effect to the 
data cited above. 

To ascertain the fixed and variable elements, it is necessary to chart 
the expense item with some relative index of productivity, and in order 
to do this consideration must be given to two principal factors: 

(1) The class of industry: whether dependent upon orders or whether 
sales are made direct from stocks. In the former class the index 
of productivity is the sales volume; in the latter class, the unit 
of production for the period is the basis to be used as the index. 

(2) The relationship of the type of expense under review to the index 
of productivity. It may be necessary to use both indexes cited 
above, but this is determined by the characteristics of the indi- 
vidual organisations. 

Chart I illustrates the relationship between freight and sales volume. 
The point where the line of trend meets the vertical axis denotes the 
fixed element in freight expense at zero sales. The method of semi- 
averages is used to ascertain the points through which the line is drawn. 
This has many advantages over the method of relying upon the skill of 
the eye to draw a line to as near as many points as possible, and in the 
data plotted upon this chart, such a line would be difficult to draw 
accurately. The points in the chart are ascertained in this manner: 








Freight Sales 

Jan-June : July-Dec. Jan.-June : July-Dec. 
Tas eae ioe. . .:.« mee. ta... 
a a ee Feb. . . . 12,500 Aug... . 27,500 
Mer... Se Sot... Mar. . . . 15,000 Sept... . 32,500 
Ree. io TS Ot... Age... . WO Oc... . 3a 
Mee ...« » Qe Mem. .« ae May... 20,000 Nov... . 17,500 
Po «a ee. Ena OS June . . . 22,500 Dec... . 20,000 
Totals . . 2,230 2,760 95,000 150,000 

Average: Jan.-June—Freight .. oo, Ma Sales .. .. 15,833 

July-Dec.—Freight .. .. 460 Sales .. .. 25,000 


These points are plotted upon the chart, marked X, through which the 
trend line is drawn. Another method may be used for this purpose, 
known as “The Method of Least Squares,” but the lengthy calculations 
render its use too cumbersome for practical purposes, although it has 
the advantage of mathematical accuracy. 


THE VARIABLE ELEMENT 
Having ascertained the fixed element in this expense item, the purely 
variable element may be determined by deducting the fixed expense for 
the year (210 &* 12 = £2,520) from the total expense, £4,990, which 
amounts to £2,470. This total divided by the total sales volume for the 
period, £245,000, and expressed as a percentage of sales, will give a 
formula at which the expected level of expense for any volume may be 
ascertained. In this instance the formula is £210 + -0100%. The table 
shows examples of expense at varying levels: 
Sales Volume At £210 + -0100% 
sb 206 ve 6s va 0s «0 ope: Se 
SE 6s. KG ne oodles os aecak. ae 
be kG oe as dows be aS ee Oe 
nT ss au. 00 es ¢¢.e0 66 22 ee Se 
ac iw 60 «6 «6:44 66 saan See 
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While this data is interesting, it is the practical use that appeals to the 
executive, and unless it can be used for a definite purpose it remains 
only as an ornament. The formula may, however, be used as a means of 
managerial control, in order to ascertain the volume of sales necessary 
to “break even.” The term, fixed expense, is not used here to denote those 
expense items which would occur if the business were shut down, the 
proper designation of such items would be “shut-down or constant costs,” 
but the term is used to denote those expenses incurred should sales 
volume drop to zero. This is the short-range viewpoint. 

Calculations made for each item of expense, which is semi-variable, 
will allow a reliable estimate to be made of the “break-even” point. This 
may be done by grouping expenses under the ordinary profit and loss 
classification, and arriving at a marginal income ratio (as shown in the 
October, 1941, issue). After this has been done a condensed profit and 
loss statement would read as follows: 


Monthly Profit and Loss Account 


Item Fixed Variable 

Is. Sai deh ce hie le Ba 6k as SRS be 58 — 100% 
Less Cost Goods Sold .. .. .. .. .. .. .. £60,000 "§2-0123% 
Selling and Adminis. Exes... .. .. .. 20,073 29-7485.% 
£80,073 81-7608% 

Less Non-operating Income .. .. .. .. .. «- 3,011 

£77,062 81-7608&% 
Marginal Income Ratio . 18-2392% 


Break-even point = £77062 X 100: divided by 18-2392% = £422,507. 


From this may easily be ascertained the profit expectation at any 
desired volume of sales, as at this point all fixed and variable expenses 
are absorbed. For every £ above this figure, 18-2392% or 3/7 repre- 
sents profit ; while every £ below this figure equals 3/7 loss. The follow- 
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ing table illustrates what the anticipated profit or loss would be, based 
upon this figure. 
Sales Volume 


SE nc os wc os oo oe ED Gee Ss 6 
DD os se es « <«'so So aa SS ¢ 
ee Be oe Ra Break even 

500,000 .. .. .. .. .. .. Gain 14,103 14 6 
EE i ee oe deal a Gain 32,303 14 6 


Similar tables can easily be set up from time to time, after the neces- 
sary calculations have been made. As an aid to flexible budgeting, 
methods such as that outlined above are invaluable. 


CoNCLUSION 


The application of the methods of statistical analysis to problems 
associated with forecasting and budgeting appeals to the executive who 
desires to control his business, and who does not wish to be controlled 
by it. Any method that is to be adopted must be simple, and not involve 
undue lengthy calculations. Past experience must be the guide, and if 
such data is used, before it has grown old and hoary, its collection in the 
books of account are worth while. 

Figures should be collected for use, not merely to become a relic of 
lost opportunities. 





How to Make Farm Accounts Live 
By G. TomMLINSON 


Every farmer wants to know how to run his farm more efficiently 
and how to gain vital information from the figures at his disposal. 
The forms illustrated here, by scientifically sound comparisons, will place 
figures before farmers in a form that will make them live, and point 
out the ways and means to better farm business and output. The way 
to effective farm budgets is shown, as well as methods of increasing 
production and profits and reducing costs. 

Certain Cost Summaries follow to help the accountant in his prepara- 
tion of farm costs. 


Cost CoMPARISON SUMMARY 





Year | Lbs. | Value | Manure | Rates| Ins. Share- | Wages | Power | Gen. 





B/fat. Rent | Repairs} Milkers Exs. 
1939 | 30,000 | £1,500 200 130 210 500 300 259 | 367 
1940 | 29,000 | £1,490 180 130 321 500 287 245 | 321 
1941 
1942 
1943 
1944 
































The effects and results of the different types of expenditure will often 
show how well that money has been expended, and whether it pays to 
increase or curtail such payments. Another Cost Comparison Sheet is 
shown below: 
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Cost COMPARISONS 





Year | No. of Sheep Shorn | Bales of Wool| Value | Manure | Extra Feed} Licks 





1930 2134 260 £4,000 267 213 34 
1931 2450 280 £3,900 321 256 67 
1932 
1933 
1934 
1935 
1936 
1937 
1938 
1939 
1940 
1941 
1942 Etc. 























If comparisons are worked out over a long period, the information 
disclosed will be instructive and highly valuable to the intelligent farmer. 

The two shown above can be very useful. Other total expenses can 
be worked out and compared with production figures of other years. 
For example, the ratio of manure used to production output can be 
ascertained ; the most effective and favourable amount determined, and 
over- or under-manuring rectified. Of course, it is necessary to allow 
for such things as the land being gradually impoverished and the effects 
of rainfall and watering on production, as well as disease. 

The Stock Accounts for different animals would be kept separately 
and classified into each kind, such as cattle, sheep, and horses. Columns 
are provided for the date, information, number and value, on both sides 
of the page. The following is an example of a form: 


CaTTLeE ACCOUNT 














Date | Information |Number/ Value || Date | Information |Number/} Value 
1939 1941 
July 1 | Balance... 40 400 || June30| Sales we 20 190 
1940 House Pe 3 30 
June 30} Purchases 15 135 Deaths ag. 2 - = 
Births .. 30 oe On Hand .. 60 600 
Farm A/c 285 
85 £820 85 £820 





























The Sheep and Horse Accounts are shown similarly. The stock can 
be valued at standard value or market value. Thus a valuable tally can 
be kept on stock. 

If a farmer wants to budget for the coming year, if he prepares the 
following form and fills it in he will be in a position to control in advance 
the business of his farm. 
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Farm BupbGeEt 





Receipts Payments 





Stock Purchased 
Milk Cheques and Bonuses Wages 

Sales of Cattle Sharemilkers 
Sales of Sheep Manure 

Sales of Lambs Seeds 

Sales of Pigs Transport 

Sales of Horses Maintenance 
Sales of Fruit Rent 

Sales of Grain Rates and Taxes 
Sales of Hides and Skins Interest 

Sales of Wool Power 

Sundry Expenses 


Total Total 
Difference Difference 


Total Total 

















These estimates could be fairly accurately calculated from the previous 
year’s figures. Other factors, such as the continuance in his employ of 
highly-skilled labour, the produce markets, and other business trends, 
should be allowed for. 

Here is another chart: 


COMPARATIVE TABLE FOR HIGH-TESTING Cows 


Name 1940 1941 1942 1943 1944 1945 1946 
Ibs. test Ibs. test Ibs. test Ibs. test Ibs. test Ibs. test Ibs. test 
b/fat. b/fat. b/fat. b/fat. b/fat. b/fat. b/fat. 


Certain people find figures in mass formation hard to follow, and the 
majority prefer something easy to follow, such as graphs. 

In many cases the time given to the preparation of these figure 
infinitesimal, whereas the revelation is marvellous. Farm costs @ 
illuminating. If put into operation, the profits will grow by brains 
industry. 

An interesting example of the usefulness of graphic presentation is 4 
graph showing butterfat production in lbs. per month. The monthly 
production in different years may be indicated by differently coloured 


curves. 
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